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4 , Reflections on the Fiscal and Economic 
Mea Aspects of Government by Conference 


J. Stefan Dupré 


Once again, we are indebted to the author of Les Relations 
Intergouvernementales for a seminal and thought -provoking con- 
tribution to the study of Canadian federalism. Let me say that 
on first reading M. Veilleux's paper, my conclusion was that I 
had nothing but praise for it. If I amended this conclusion, 
it is only because I remembered the story of how the head of a 
major American foundation composed his letters to unsuccessful 
applicants for research funds. These letters consisted of a 
single sentence that said, "I have nothing but praise for your 
project."’ I have more than praise for M. Veilleux's paper. 

What I have consists of a few reflections that I will put before 
you for what they are worth. These reflections touch in turn 

upon (1) the fiscal and economic impact of Government by Con- 
ference; (2) agreement and disagreement in Government by Conference; 
(3) the collaborative vs. the classical approach to Canadian 
federalism; and (4) the question of openness and accountability. 

(1) The Fiscal and Economic Impact of Government by Con- 
ference. The last twenty years have witnessed remarkable growth 
in the fiscal and economic importance of all levels of government, 
as M. Veilleux’s Statistics attest: ,it.is, worth, pointing, out, 
however, that virtually the entire growth to which he refers took 


place not between 1958 and 1978 but in the single decade from 
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1965 to 1975. Government expenditures as a proportion of Gross 
National Product passed the 40 per cent mark in 1975 but have since 
retained the same proportion. It would be nice to say that Govern- 
ment by Conference can be credited with containing the relative 
growth of government spending in the last few years. It might be 
less nice to say that Government by Conference is to blame for 

the explosive growth of the public sector beeween LOGS Ssandneoe oe 
But it would be inaccurate to say either. 

The decade from 1965 to 1975 is nct a pretty period in Canadian 
fiscal history. To be sure, governments responded positively to 
strong demographic pressures and to popular demand for more sophis- 
ticated and more widely accessible services and transfer payments 
of all kinds. But the fast pace at which government expenditures 
were allowed to grow, to say nothing of the accompanying borrowing 
activities of both federal and provincial governments, turned ie. 
simple Keynesian model on its ear. In the Keynesian model, as 
we all know, government acts as a stabilizing factor vis-a-vis 
the inherent volatility of the private sector. I do not think 
it is too harsh to say that, between 1965 and 1975, government 
became the destabilizing factor. 

Let me pick up at this juncture a point on which I would beg 
to differ from M. Veilleux's analysis. I must say that I find 
it passing strange to argue as he does that the federal govern- 
ment retained its capacity to stabilize the economy because 
federal expenditures maintained a constant proportion of GNP 


in the face of a situation where total government expenditures 
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exploded. Had there been capacity and willingness on the part of 
the federal government to effect stabilization between 1965 and 
1975, federal outlays as a proportion of GNP should have declined. 
That they did not, even when transfers to the provinces are omitted 
from the calculations, speaks volumes about the bankruptcy of 
stabilization policy in that decade. 

To ‘retuImm tO my maineargument, | the fact’ of the matter is 
that both levels of government went through a period in which 
their fiscal activity was out of control. But the individual 
governments, federal and provincial, are to blame, not the process 
of Government by Conference. 

Public perception of uncontrolled fiscal activity lags behind 
both loss of fiscal control and its initial economic consequences. 
But come it does, manifesting itself at the polls and in the * 
general mood of public cynicism tO which M. Veilleux refers. 
Governments then react with assorted fiscal austerity programs. 
The process of Government by Conference registers successes like 
the substitution of block funding for shared-cost programs. Again, 
however, individual governments, not Government by Conference, have 
been the fundamental factor. As I read the block funding episode, 
governments had been unable to agree until they realized that the 
fiscal eggs laid between 1965 and 1975 had come home to roost 
as full-grown, angry chickens. 

Let me offer the reminder, then, that Government by Conference 


does not have a fiscal or economic impact. Governments do. If 
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the term Government by Conference is meant to suggest that Canadians 
have come to be governed (or misgoverned) by conference, it is 
misleading. Government by Conference is simply a process that 
provides a forum in which governments can share information 

and then can agree or disagree to act or flounder as a matter 


of their own responsibility. 


(2) Agreement and Disagreement in Government by Conference. 


Fiscal and economic aspects of Canadian federalism are frequently 
cited as the success story of Government by Conference, in contrast 
to the fruitless and frustrating quest for a constitutional amend- 
ment formula and for constitutional change. The alleged reason 
for this success is that fiscal and economic matters are tangible 
and quantifiable, and hence more amenable to negotiation and 

Coane ones than constitutional matters, which are symbolic and : 
abstract. M. Veilleux offers the sobering thought that the trend 
in fiscal and economic negotiations is toward the intangible 

and the non-quantifiable, or at best toward quantifiable matters 
in which assumptions and conjecture play a major role. This is 
true. It is one thing to quantify tax shares. It is quite 
another to estimate the level and distribution of economic bene- 
fits that would accrue from, let us say, less protectionist 
government procurement policies or a faster or slower move to 
world energy prices’) The prospect, “therefore, is of more eases 

of disagreement than agreement, and of a rising incidence of 


acrimony. 
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I submit that it is of the utmost importance to approach 
this prospect in perspective. As Donald Smiley has pointed out, 
in our constitutional system that combines federalism with the 
modern cabinet-parliamentary form of government, the mechanism 
of adjustment is predominantly intergovernmental, i.e. it is 
found in the process of Government by Conference. On the other 
hand in the American system that combines faders art with the 
presidential-congressional form of government,’ the mechanism of 
adjustment is to be found predominantly within and among the 
organs of the central government. Acrimony, deadlock, even 
temporary paralysis in presidential-congressional relations are 
accepted features of American governments, as are agreed policy 
compromises whose design is often something to behold. Fven if 
we allow ourselves the jingoistic assumption that Canadians are 
inherently superior to Americans, we are engaging in monstrous 
self-delusion if we do not expect acrimony and deadlock to surface 
from time to time in federal-provincial relations. Let us 
remember too that the American system of intragovernmental adjust- 
ment in no way provided a more orderly accommodation of public 
sector growth between 1965 and 1975 than was the case in Canada. 
Nor was it any less bankrupt with respect to stabilization 
policy even though federal expenditures continue to account for 
a higher share of total government spending. If anything, our 
federal-provincial system of adjustment in the face of the world- 
wide energy crisis so far bears the earmarks of having facilitated 
a superior if still limited performance on the part of our 


governments. 
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As the changing subject matter of federal-provincial negotia- 
tions in the fiscal and economic realm occasions greater tension 
and acrimony, Canadians will do well to keep-this kind of com- 
parative perspective in mind when they are inclined to sit in 
judgment. And in any event, I can think of two factors that should 
temper what is an admittedly pessimistic outlook. The first lies 
in the extent to which, as M. Veilleux ee reek the agenda of 
negotiations will increasingly be weighted with items on which 
provincial interests diverge. This at least can be taken as 
promising a situation where adversary relations between Ottawa 
and all of the provinces will be relatively rare, and as heralding 
more opportunities for the federal government to develop its 3 
latent capacity to mediate, conciliate and if necessary arbitrate. 
The second lies in the importance of cultivating one of the long- 
standing features of fiscal and economic negotiations, namely that 
these negotiations hardly ever attempt to conclude agreements 
beyond a five-year period. The permanence of constitutional change 
has been an understandable barrier to agreement in that realm. 
Fiscal and economic matters should remain easier te resolve in 
that no agreement need look beyond a limited time period. To 
illustrate, I would be far more optimistic about the prospect 
of an intergovernmental agreement to reduce provincial preferences 
in government purchasing over a five-year period than I would be 
about the prospect of agreement to a constitutional change that 


would seek to ban such preferences. 
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(3 i Phe Collaborative vs. the Classical Approach to Canadian 
Federalism. M. Veilleux has identified two approaches to the 
future of Canadian federalism and has masterfully disected the 
advantages and disadvantages of each. I Bound simply like to 
add two thoughts to those to those that appear in his paper. 

The first is that the distinction between the collaborative 
and the classical approach can turn out in practice to be illu- 
sory. Consider the federal program of occupational training 
for adults as it was announced in 1965. Resting as it did on 
the claim that the federal government should assert its economic 
jurisdiction so as to be solely responsible for purchasing 
whatever occupational training it deemed appropriate for adults 
of its chossing, the original intent of the program was plainly 
a step in the direction of the classical approach. What actually 
happened, however, re-emphasized our dependence on the coliabora- 
tive approach as the sought-after integration of federal econo- 
mic jurisdiction became entangled with provincial educational 
jurisdiction. 

My second thought is that the classical approach, even 
where it can be successfully followed, is unlikely to reduce the 
importance of Government by Comference. To begin with, federal- 
provincial negotiations are the necessary prelude to any attempt 


to follow the classical approach. Areas of entanglement must 


first be identified and degrees of disentanglement negotiated. 
Thereafter, Government by Conference will probably remain an 
important forum for monitoring the effect of more clearly divided 
jucisdiction, Sancmavigene mote sostr, as I have already stated, 


agreements to disentangle are most likely to emerge if they are 
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initially binding for only a limited period of time. Note 

that here I depart from M. Veileux only in the following respect. 
Whereas he advances the point that the classical approach should 
entail constitutional change, I maintain that this approach will 
be more effectively followed through short-term intergovernmental 
agreements than through formal amendments: — 

(4) The Question of Openness and Accountability. If only 
by repetition, it has become a part of the conventional wisdom 
that the Achilles' heel of Government by Conference is that it 
is a closed process whose participants are shielded from par- 
liamentary scrutiny and accountability. Although M. Veilleux 
did not choose to probe this aspect of the conventional wisdom 
in his paper, I cannot resist this opportunity to air my own 
reflections on the subject. 

To make sense of the question of openness and accountability, 
I consider it essential to distinguish sharply between Government 
by Conference at the summit and Government by Conference at the 
functional or operating level. "Summit federalism", if I may 
use the term, has evolved enormously since 1958. At that time, 
you will recall, Conferences of First Ministers were still spora- 
dic events that were only beginning to receive staff support. 
Now, first ministers often meet more than annually and their 
conferences are supported by regular meetings of ministers of 
finance, ministers cf intergovernmental affairs and continuing 
committees of officials. The picture is still being fleshed out 


as representatives of business and labour become adjuncts of 
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the summit process. I am struck by the glare of publicity that 
has come to focus not simply on the personalities but on the issues 
that summit conferences involve. I am also impressed by the leap 
in the quantity and the quality of publicly released discussion and 
position papers. There is an ever-growing contrast between the 
openness of Government by Conference at the summit and the cloak 
of secrecy that surrounds Cabinet within individual governments. 

As for accountability to Parliament and to provincial legislatures, 
there is evidence that there has been a substantial increase in 
the attention accorded to summit matters in question period and 
by legislative commitees. Among the provinces, Alberta and Quebec 
offer documented evidence to this effect. I have therefore come 

to reject the conventional wisdom as being applicable to federal- 
provincial summitry. 

Or the other hand, where I believe the conventional wisdom 
about secrecy and non-accountability remains relevant is in the 
other eight-ninths of the iceberg that is Government by Conference-- 
the hundreds of murky committees and structures where operational 
and functional matters are at stake. M. Veilleux knows whereof he 
speaks when he mentions complexity. It is complexity of structures, 
of numbers, of subject-matter. More than this, it is the complexity 
born of the bewildering maze that is modern government itself. 

The processes of summit federalism have expanded in part to cope 
with this complexity, just as cabinet offices, treasury boards 

and other central agencies have expanded within governments in an 
attempt, sometimes a vain attempt, to make decision-making manage- 


able. The search for openness and accountability in the operation 
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of government continues. I deem this search fully warranted. 
What can go on in the operating and functional processes of Govern- 
ment by Conference can be far removed from the expressed wishes 
of elected politicians. Officials who share a particular func- 
tional specialty may try to use these processes not to further the 
ends of federal-provincial collaboration but to score victories 
over other groups of officials within their own governments. Again, 
there are instances where specialists with different backgrounds 
have been known to exacerbate federal-provincial negotiations by 
approaching them as academic battlegrounds in which to further 
interdisciplinary disputes rather than as forums in which to 
bridge intergovernmental differences. 

So much for the roots of my concern. As for my prescription, 
it is very much my own, or so I was left to conclude when I 
recently advanced it elsewhere. It is simple and consists in 
this. Building on the recent work of the Senate Committee on 
National Finances, we should rediscover the utility of an appointed 
upper house. Here is the place where, a major step removed from 
the sensitivities of Government by Conference and from the adver sary 
partisanship within the House of Commons and provincial legis- 
latures, common-sense tests can be applied, on a selective basis, 
to ongoing areas of federal-provincial cooperation and/or entangle- 
ment. 

Please note that this suggestion in no way aligns me with 


those who, like the Task Force on Canadian Unity, are marching 
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to the brass band of the German Bundesrat. Quite to the contrary, 
it is only a modest suggestion that we build on what has already 
begun and enhance, through the Senate of Canada, the openness 

and accountability of a process of Government by Conference that 


I view as essentially sound. 


Annual Conference of 
the Institute of Public 
Administration of 
Canada, Winnipeg, Mani- 
toba. 

August 29, .1979. 


(416) 965-4315 


Ontario 81 Wellesley Street East 
cE Toronto, Ontario 

Economic M4Y 1H6 

Council a 


september 18, 1979 


Professor S. Dupre 

Department of Political Oe 
University of Toronto 

Sidney Smith Hall 

100 St. George Street 

Toronto, Ontario M5S 1Al 


Dear Professor Dupre 2 J 


You will find, attached,:'a copy of the’ program of the OEC 
Energy Conference, to be held qi) tne Pour. seasons Hotel, 
Toronto, 21 Avenue’ Road. Will: “you ‘please’ ‘check your 
participation, as indicated Be Selle: 


In order to provide some eaannes Teese registrants to 
) participate, will you please limit your: own talk to: 


25 minutes, if you are a airhnetGaeat speaker and 
to 12 minutes if you are a panelist. 


You will have two weeks and a eerend Aeron col nnne 28th 
(October 15th) to make corrections to your paper, if you feel 
that any are needed. If we receive nothing by October 15th, we 
will send the version that has been circulated-to registrants 
to the printer, along with a OTIC of the discussion. 


If you are free for lunch Baptenber 27th, join us at the 
OEC offices, 81 Wellesley Street East (a short taxi ride from 
The Four Seasons Hotel). Mr. Michael Davies of Polar’ Gas will 
talk briefly on a related subject. Please let us ino: if you 
plan to be present. 


Yours truly 


byt ae 
Aili Xe 
J Lorie Tarshis 
v~Research Director and 
> \ Executive Secretary 


if 
V 


wis 
—— ON £. 


— ae 


Ontario 81 Wellesley Street East 
; Toronto, Ontario 

Economic M4Y 1H6 

Council 


(416) 965-4315 


_ = 


Four Seasons Hotel, , September 27-28th, 1979 
21 Avenue Road, 


Toronto, Ontarvo. 


ENERGY CONFERENCE PROGRAM 


SEPTEMBER 27TH 


32005=70:00"p m. REGISTRATION - Third Floor Mezzanine 
6:00 - 6:45 p.m. RECEPTION - Tudor-Stuart Room, (3rd Floor) 
6:45 52.6515. 0-m. DINNER - Regency East (2nd Floor) 


CHAIRMAN, THOMAS E. KIERANS 
ONTARIO ECONOMIC COUNCIL 


S215) =39-0000.m. Professor T.A. Wilson: AN OVERVIEW 
Department of Political Economy, University of Toronto 


9:00 p.m. Floor Commentary 


SEPTEMBER 28TH 
8:30- 9:00 a.m. REGISTRATION - Second Floor Mezzanine 


9:00-10:00 a.m. Professor Leonard Waverman: ENERGY PRICING 
Institute of Policy Analysis, University of Toronto 


Moderator: Professor D. Smith 
Queen's University 


Panelists: a) E.C. Sievwright - Toronto 
b) P. Stauft - Toronto 
c) C. Watkins - Calgary 


10:00-10:30 a.m. Floor Commentary 
10:30-10:45 a.m. COFFEE 
10245<1 2345) 45m: Professor T.L. Powrie: TAXES 


Department of Economics, University of Alberta 


Moderator: Tan Stewart, Deguty Minister 
Department of Energy, Mines and Resources, Ottawa 


Panelists: ak). Gi Harties=. lorcnto 
b) J. Helliwell - Vancouver 


145 12h oon Floor Commentary 


SEPTEMBER 28TH, cont.... 


9) bee =e OO e ms LUNCHEON - Regency East and Centre (2nd Floor) 


CHAIRMAN, THOMAS E. KIERANS 
ONTARIO ECONOMIC COUNCIL 


Professor T.J. Courchene: ENERGY & EQUALIZATION 
Department of Economics, University of Waterloo, Ontario 


Moderator: J.D. Gibson, Consumers' Gas Company, Toronto 


Panelists: a) S. Dupre - Toronto 
b) D.G. Hartle, Toronto 


23008-22308 pem. Floor Commentary 
25907 = 3230p .me Professors B.W. Wilkinson & B.L. Scarfe: 
THE RECYCLING PROBLEM 
Department of Economics, University of Alberta 
Moderator: Dr. Sylvia Ostry, Ottawa 
Panelists: a) J.A. Grant- Toronto 


b) G.D. Quirin - Toronto 
c) Leonard Waverman - Toronto 


2) 3730 "4-00 p.m: Floor Commentary 
4:00 - 4:15 p.m: COFFEE 
UE owe he \et elo pg Professor John Helliwell: TRADE POLICIES FOR 


NATURAL GAS AND ELECTRICITY 
Department of Economics, University of British Columbia 


Moderator: De. Lo“ larshis, Toronte 
Panelists: a) D. Waddingham - Montreal 
b) B.F. Wilkinson - Calgary 
Sle =o soup ome Floor Commentary 
wey Graton sO lei RECEPTION - Second Floor Mezzanine 
6:30 =="8 00 -p.m: DINNER 


CHAIRMAN, THOMAS E. KIERANS 
ONTARIO ECONOMIC COUNCIL 


8200°= S245" Dem. RAPPORTEUR'S COMMENTS - Dr. Michael Spence 
Department of Economics & Harvard Bus. School 
é) Harvard University 


8:45 p.m. Floor Commentary 


THE VISIBLE HAND: 
THE PRICING OF CANADIAN OIL RESOURCES 


A paper prepared for the 
Ontario Economic Council 
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Leonard Waverman 
Institute for Policy Analysis 


University of Toronto 
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The Visible Hand: 


The Pricing of Canadian 011 Resources 


1.0 Introduction 


In 1776, Adam Smith published a monumental book which was to 
promote a revolution in the economic way of life of the then known 
world. Among the major tenents of Adam Smith's work were the role of 


price, the operations of the market place, and the ‘invisible hand’. 


In today's world, we have lost sight of the important underlying 
concept of price and its role in promoting economic development and 
economic efficiency. The pricing of oil and natural gas has become a 
vehicle for taxation and income redistribution rather than a guide to 
efficient resource allocation. In this paper, I wish to examine the 
present administrative mechanism in Canada for pricing of petroleum 
supplies, against the alternative of a functioning market system. I 
will discuss the ‘correct’ price to be charged within Canada for oil 
and natural gas; the impact of pricing on demand and conservation, on 
the competitiveness of industry and on the supply profile of these 


important natural resources. 


2.0 Price and the Invisible Hand 


Adam Smith's concepts of the role of price in determining demand 


and supply can be found in Chapter VII of Book is 


"When the price of any commodity is neither more 
nor less than what is sufficient to pay the rent of 
the land, the wages of the labour, and the profits of 
the stock employed in raising, preparing, and bringing 
+t to market, according to their natural rates, the 
commodity is then sold for what may be called its 
natural price... 


The market price of any particular commodity, 
though it may continue long above, can seldom continue 
long below its natural price. Whatever part of it was 
paid below the natural rate, the persons whose inter- 
est it affected would immediately fee] the loss, and 
would immediately withdraw either so much land, or so 
much labour, or so much stock, from being employed 
about it, that the quantity brought to market would soon 
be no more than sufficient to supply the effectual 
demand. -Its market price, therefore, would soon rise 
to the natural price. This at least would be the case 
where there was perfect liberty." 


The workings of the competitive market were described in Book IV 


Chapter 2; 


"But it is only for the sake of profit that any man 
employs his capital in the support of industry; and 

he will always, therefore, endeavour to employ itaan 
the support of that industry of which the produce is 
likely to be of the greatest value, or to exchange for 
the greatest quantity either of money or of other 

goods . . . . He is in this, as in many other cases, led 
by an invisible hand to promote an end which was no 
part of his intention. Nor is it always the worse for 
the society that it was no part of it. By pursuing his 
own interest he frequently promotes that of the society 


more effectually than when he really intends to promote 
eso 


Today the oil and natural gas markets in Canada are not ruled by 
the invisible hand of market forces. Instead the visible hand of a few 
politicians acting in the best interests of their own specific consti- 
tuents controls the price of hydrocarbons. The-rent of oil bearing 
land is fought over by warring jurisdictions. The market prices of oi] 
and natural gas are held below world price levels, ‘the natural' price 
levels, with the deleterious effects on supply and’ demand clearly esta- 
blished by Adam Smith over 200 years ago. Politicians are fiot foolhardy, 
real constraints force them to ignore the economic realities of the 
role of price. These constraints are partly constitutional, lying in 
the British North America Acts of 1867 and 1930. The major constraint 
preventing the full use of the market today is however self-interest. | 
The very force that Adam Smith felt would Bin gated iatontions in the 


economic system has become the reason for distortion. 


The overriding concern in the pricing of oi] and natural gas is 
income redistribution. The so vawees eth ice Made HES oH oi] wish 
to capture the rents they say are due them for their depleting birthright. 
The major consuming provinces argue that their economies will suffer 
much harm, if large amounts ae orevente aré transferred to the oil-rich 
provinces. The have-not provinces would Tike the wealth of the oil-rich 
west to be partially distributed to them. Thé constitution gives the 
power including the power of direct taxation to the owners of the natural 
resources. The Federal government with its powers over interprovincial 
trade and peace, order and good government attempts to reconcile the 


various demands including its own needs for tax revenue. 


It is therefore not surprising that the concept of the correct 
pricing of Canadian hydrocarbon supplies has given way to arguments over 
the taxing of these resources. Price changes are really poorly disguised 
changes in excise taxes. Excise taxes unlike market equilibrium prices 
are economically inefficient; they distort demand and supply responses. 
The market price of oil, $15.00 per barrel in Toronto, is well below 
the 'natural' price or world price, $23.00. This per barrel differential 
in favour of consumers is an excise subsidy that exaggerates demand and 
prevents conservation. Because of the royalty system, for each barrel 
of oil they sell, producers receive not $13.75 but $6.00 to $8.00. The 


royalty as an excise tax diminishes the supply of oil found in Canada. 


I propose that Canadian oi] prices move immediately to near world 
oi] price levels or $22.00 per barrel and that income taxes or net royalties 
rather than the present system of gross royalties become the major rent 
collection device. To show the me of this plan, we must digress to 
Adam Smith and discuss each of demand and supply in detail, before placing 
the two blades of the market scissors mechanism together in an examination 
of the present administrative mechanisms for pricing of oil and natural gas 


reserves in Canada. 


3.0 Demand 


In 1978, oi] and natural gas together accounted for 63% of the 
primary energy consumed in Ontario; oi], 41%; natural gas, 22%. The 


transportation sector accounted for over half the oil but none of the 


natural gas consumed. Industrial uses took 13% of the oil and 55% of the 
natural gas. Residential customers consumed 17% of the oil (excluding 
transportation) and 21% of the natural gas. The two major users of 
hydrocarbons in Ontario in 1978 were the transport sector (primarily 


automobiles) and industry. 


Energy prices in Ontario have nearly doubled since the October 
1973 oil embargo by the Organization of Arab Petroleum Exporting Countries 
('OAPEC'). The Consumer Price Index has also nearly doubled. To move 
to world oil price levels now would increase retail prices of of spot 
ducts by at least 50%. Higher prices on one hand promote conservation, 
the exact magnitude of energy saving depending on the elasticity of 
demand. Higher prices on the other hand, it is said, redistribute income 
and seriously harm the competitiveness of the Ontario’ manufacturing - 


sector. 


The responsiveness of demand to changing energy prices has to this 
point in time been fairly slow. Since the aearspareossetor is the major 
user of oil products, it is important to determine why consumers have 
not adjusted rapidly to changing energy prices. One obvious answer is that 
the falling real energy prices of the 1950's and 1960's affected the basic 
Structure of our society - the spread of low density urbanization, the 
falling use of rapid transit, the high energy intensity of some industrial 
production. Responses to higher energy prices in the transport sector 
may be large but they will take time since higher energy prices cannot 
create a more densely packed urban environment overnight. Slowly, rela- 


tive land prices in and around cities will adjust to higher energy prices 


creating changing patterns of urban settlement. A 50% increase in 
gasoline prices, for example, would lower the price of rural land rela- 
tive to land at the urban core by the capitalized value of the higher 
transportation costs from the city centre to the rural subdivision. A 
new house purchaser who was indifferent between a home at city centre 
and a house in the rural environs before the gasoline price increase 
would be equally indifferent after the gasoline price rise since the 
relative fall in value of the more distant house would exactly offset 
the present value of the gasoline costs attributable to the price increase. 
People who already owned homes outside the city would suffer capital 
losses. However, the impact of gasoline prices on the structure of the 
urban environment would only occur after the density increased at the 
city core in response to higher land prices. Such changes in density 
do not occur in five years, and not with increases in the real price of 


gasoline that has been in the order of 1% since October 1973. 


Many accounts have been published of the changing distribution 
of new car purchases and one automobile company in particular is experienc- 
ing the pangs of producing the wrong size of cars. Yet, statistics indicate 
that the average automobile and its use has not changed significantly 
since 1973, largely for two reasons. First, the automobile market like 
the land market is highly organized with many buyers and sellers. Changes 
in fuel costs alter the relative capital values of autos by the present 
value of the change in relative fueling costs. A first time auto pur- 
chaser can therefore buy a used gas guzzler at a price commensurate with 


its relative fuel inefficiency or alternatively receive a rebate on a 


purchase of a new gas guzzler. The impact of higher fuel prices is 
felt in the asset market, as Chrysler USA has found out. Since new car 
purchases are 13% of the rolling stock in Canada and 10% in the USA, 

it takes many years for the average fleet fuel efficiency to change. 
The environmental regulations of 1973 through 1976 decreased average 
fleet gasoline efficiency, It will therefore not be until between 1982 
and 1985 that the higher gasoline prices beginning in 1974 will have 
real effects on gasoline consumption. This year has witnessed major 
differences in new car purchase patterns as between Canada and the USA. 
In the USA, a 40% increase in the price of gasoline plus shortages since 
March of this year have led to the average 1979 new car purchased in 
the USA . being smaller than the average new car purchased in Ontario. 
Effects of keeping See prices in Ontario below their natural--levels 
then are that consumers purchase wasteful equipment based on the wrong 


price signals, urban spread continues and deficits grow for the T.T.C. 


3.1 The Income Distributional Effects of Price Ceilings 


I have stated that income distribution is the key to Canadian 
Oi] pricing. Oil prices are kept below the world level to help consumers - 
households and industries. Does this subsidy benefit the poor more than 
the rich (a progressive subsidy) or is the subsidy regressive? Little 
information has been available on the consumption of energy by income 
groups. Do the poor purchase more or less energy as apercentage of income 
than the rich? Does the Maritimes consume more or less energy per dollar 


of consumer expenditure than Alberta? 


In the following tables, the energy consumption for a sample 
of urban households by income class and across 1] cities is examined 
for Canada in 1969 and 1974 (the most recent date available). The tables 
show the direct energy expenditure, i.e., the expenditure on purchased 
fuel, light and power (electricity, natural gas, lache fuel -obl, etc. 
used to heat homes and water; gasoline to power autos; etc.). In addi- 
tion, the indirect energy expenditure is also given. The indirect energy 
expenditure has been calculated by measuring, through the input output 
tables, the direct and indirect energy component of a dollar of final 
demand in each of fifteen components of consumer expenditure in each 
of the two years. For example, households spendalarge proportion of 
their budgets on food. Energy is directly required to produce the food 
items purchased by households as final demand, for example, bread. 
Energy is also indirectly required to produce the inputs required for 


the production of the final demands, for example, fertilizer. 


Table 1 shows the direct and indirect energy expenditures, for 
1969, for a sample of urban households disaggregated by nine income classes. 
The first half of the Table (1A) gives expenditure amounts; the second 
half (1B) shows energy expenditures as a percentage of the total current 
expenditure on all items. Across all income classes, in Canada in 1969, 
an average household spent $934.53, directly and indirectly on energy. 
Indirect expenditures (of the kind described in the previous paragraph) 
accounted for 75% of the total energy expenditure (principally embodied 
in food, water power and fuel and automobile and truck purchases). Each 


type of energy expenditure (direct, indirect, combined) increases monotonically 
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as income increases. 


Direct energy expenditures as a percentage of total current 
household expenditure, however, decreases as income increases (the third 
column in Table 1B). Indirect energy expenditures as a percentage of 
total current expenditures show no consistent pattern when compared across 
income classes (column 2 in Table 18). In fact, the wealthest families 
(those with incomes over $15,000 per year) spent a greater proportion of 
their income on indirect energy purchases than any other income class. 
By income class, direct plus indirect energy expenditures declined as 
a percentage of total expenditure to an income level of $9000 to $9999 
and then rose. On average, in 1969, urban households spent 14.4% of 
their current expenditures on energy, 10.9% of this amount indirectly. 
Energy expenditures were then a substantial portion of the household 


budget in 1969. 


Tables 2A and 2B give the identical information on energy expen- 
ditures for 1974. In 1974, on average, an urban household spent $1560.59, 
directly and indirectly, on energy. This amount represented 14.91% of 
the total household budget, as compared to 14.41% in 1969, not a substan- 
tial change. Except for the lowest income class (under $4000 in income) , 
there was a marked shift in the five years, decreasing direct 
energy expendi ture as a percentage of income and increasing indirect 
energy expenditures. In 1974, total energy expenditures as a percentage 
of total current expenditures declined fairly steadily across all income 


classes but the last. 
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Since domestic oil and natural gas prices are being sold in Canada 
below their opportunity cost, all households are being subsidized. In 
1974, a household in the income class below $4000 spent $671., or 19.93% 
of its expenditures, directly and indirectly on energy and a household 
in the income class above $15,000 spent $2153., or 17.53% of its budget 
directly and indirectly on energy. The lowest proportion of expenditure 
going to energy products (14.02%) was in the $7000 - $7999 income class. 
Let us assume that 60% of the household's direct and indirect energy expen- 
ditures are in oi] and natural gas and that all households consume the same 
proportion of hydrocarbons in their energy budget. Further assume that 
oil and natural gas prices in 1974 were 40% below world price levels 
($6.50 - $7.00 in Canada as compared to $11.25, the posted price of 
Saudi Arabian light, plus transportation costs). Assume also, for this 
example, that the elasticity of demand for energy is -1.0. Under these 
assumptions, each household was subsidized by the Federal oil and 
natural gas price ceiling to the extent of 25% of its direct and indirect 
energy expenditures. Because consumers in the lowest income class con- 
sumed proportionately more energy than consumers in the highest income 
class, the poor benefitted from the subsidy more than the rich. The amount 
of progressivity in the oil subsidy in 1974 was very small however. The 
amount of the subsidy in 1974 to the average household in Canada was $390 
(25% of energy expenditures). The subsidy to each and every household 
earning above $15,000 in income in 1974 was in the order of $538. The 
overall subsidy to those in the lowest income group (below $4000) in 1974 


was $168. If households in the lowest income group consumed the same 


amount of energy, directly and indirectly, as a proportion of total current 
expenditures as households in the highest income group, the energy con- 
Sumption at low income levels would have been reduced by $81. The sub- 
Sidy to the lowest income group, however, in terms of its progressivity 

was only $20. (.25 x $81.) proportionately more than the subsidy received 


by those in the highest income class. 


Maintaining Canadian oi] prices below world oil price levels does 
not act as an effective means of redistributing income. The rich received, 
proportionately to their expenditures, almost as much from the oil price 
subsidy in 1974 as did the poor. In fact, from the sample of households in 
Table 2, both the well-to-do (incomes over $12,000) and the relatively 
poor (incomes under $5000) received proportionately greater subsidies 
than the middle income groups. The words ener Sionttely more’ or ‘less' 
in the above statements, while true suggest more than what in fact existed. 
As a means of redistributing income from the rich to the poor, subsidizing 


energy prices is totally ineffective. 


What however about regional distributions of the subsidy? Do 
the relatively poor regions of Canada - the Maritimes and the Prairies 


receive proportionately more from subsidizing Canadian oil prices? 


In Tables 3A and 3B are presented the direct, indirect, and direct 
plus indirect energy expenditures in 1969 by households in eleven cities. 
As a proportion of a household's total current expenditures, residents 
of St. John's spend the most on energy (18.17%) and residents of Edmonton 


the least (10.76%). This difference is substantial; if residents of 
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St. John's could have spent the same Proportion of their expenditure on 


energy as residents of Edmonton, they would have saved $405 per year. 


The 1974 pattern of energy expenditures by households distri- 
buted across cities is given in Table 4. Residents in St. John's spent 
21.35% of their budget directly and indirectly on energy or 8.7% more 
than residents in Edmonton. In St. John's, 8.7% of the total expenditure 
per household amounts to $954.00. The difference in energy expenditures 
as a proportion of total expenditures between St. John's and Edmonton 
involves innate differences in transportation costs as well as differences 
in expenditure patterns; Edmonton being near to the major Canadian oi] 
fields. Assume that after accounting for differences in transportation 
costs that the oi] price subsidy for St. John's as well as Halifax rela- 
tive to Edmonton was 20% in 1974, Residents, then, in St. John's received 
$187 and in Halifax $91 proportionately more in subsidy than residents 


of Edmonton. 


Residents of Ottawa and Toronto spent somewhat less on energy 
than the average urban household and therefore residents of Ontario 
did not benefit proportionately from the oi] price subsidies compared 
to households in other cities across Canada. The average household in 
Ottawa and Toronto spent nearly $1600 directly and indirectly on energy 
in 1974. Assuming again a 25% subsidy on total energy consumption, 
maintaining oil prices below world levels in 1974 subsidized the typical 


household in Ontario by $400. 
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Residents of six cities - St. John's, Halifax, Montreal, Vancouver, 
Regina, Saskatoon - received proportionately more from the oi] price sub- 
sidy than the average Canadian urban resident. Only residents of 
St. John's and Halifax received appreciably more ($187 and $91 respec- 
tively). The oil price subsidy then does tend to equitably redistribute 
income across regions. However, in most cases the amounts are small, and 
it is not obvious that residents of Vancouver or Montreal need subsidies. 
The data in Table 4 indicates that the oil price subsidy was not an 
effective means at all of redistributing income across income classes. 
Combining the information on energy expenditures by income class and 
by city may suggest that the wealthier residents of the poorer regions 
benefit from the domestic oi] price ceiling - not likely a desirable 


outcome. 


In summary, the facts at least for 1974, indicate that the goal 
of income redistribution cannot be used to justify maintaining oi] and 
natural gas prices below world levels. While consumers benefit (in 
1974 by an average of $390 per urban household) at the expense of pro- 
ducers and shareholders, the subsidy benefits both rich and poor equally. 
If income redistribution is an important goal, it can be achieved at 
less cost by simply subsidizing only the poor. The subsidy of oil prices, 
because it distorts consumer choice, generates inefficiencies. Lowering 
1974 income taxes by $200 for each household with an income below $6000 
would have yielded the same benefits to the poor as maintaining Canadian 


oil prices 40% below world levels. 


3.2 The Competitiveness of Industry 


How do energy pricing policies affect the costs and hence com- 
petitiveness of the Ontario manufacturing sector? For nine industries, 
the cost of total fuels used as a percentage of the total costs of pro- 
duction is given in Table 5. These nine industries consumed 85% of 
the total fuel used in Ontario manufacturing in 1977. For four of the 
industries (Primary Metals, Paper, Non-metallic Minerals, Chemicals), 
fuels represent between 3% and 5% of total production costs. For the 
other industries, fuel costs represent less than 2% of total costs. Also 
given in the table are labour costs as a percentage of total costs. Note 
that labour costs are at least five times as great as energy costs for 
all but two industries - Tobacco (where both costs are small) and Non- 


metallic Minerals (the most energy intensive industry). 


A recent study for the Ministry of Industry and Tourism has 
examined the cost structure of all 20 2-digit manufacturing industries 
in Ontario, utilizing econometric cost function models. For each of these 
20 industries an economic model of the ways in which factors of produc- 
tion (capital, labour energy and materials) are combined to produce out- 
put was estimated with data for the 1961 - 1973 period. The models were 
static or long run equilibrium models assuming that firms can fully 
adjust to new higher factor prices within one year. In most industries a 
good deal of interfuel substitution was found (e.g. as the relative price 
of coal to oil rose over the period, oi1 products were substituted for 


coal) as well as a significant amount of substitution of capital and 
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labour for total energy. The estimated own price elasticities for 
energy (the percentage change in energy consumption with respect to 
a percentage change in energy price) were inelastic (averaging -.6 


for energy intensive industries). 


Several simulations were run with these models in an attempt 
to determine the impact on total costs of production of higher prices 


of inputs especially energy. 


In the first simulation case, it was assumed that a $5 per barrel 
increase in the price of crude oi] would be fully reflected in the price 
of residual fuel oi1, increasing its present price of $14 by 35%. The 
price of natural gas in this simulation was also increased, so that natural 
gas price levels were 85% of Toronto city gate crude oil prices. Elec- 
tricity prices were increased by 12% and coal prices by 8% (all on a british 


thermal unit ('b.t.u.') basis). 


The results of the first simulation can be seen in column 1 of 
Table 5. The reader should note that since the models are long run equi- 
librium models, they ignore the real time constraints and the difficulties 
in adjusting quickly to such large price chanaes. Indeed, the immediate effects 
of sharp increases in prices of oi] products and natural gas could be much 
different from the results given in this table. Concentrating. however, 
on the ultimate long run response, in no case does the 35% increase in 
the price of residual fuel oil and natural gas increase total costs of 
production by more than 1%. The reasons for these results are as 


follows. First, in many industries, fuel is not a significant portion 


2] 


of total costs. Second, the estimated models indicate that the higher 
profile of some energy prices induces firms to substitute less expensive 
energy products for the now relatively more expensive energy products. 
In the vast majority of cases, the indication was that given the magni- 
tude of relative price changes, coal would be substituted for oil and 
natural gas. This is not a result which is verified by trends in indus- 
try energy consumption. In 1978, coal represented less than 1% of the 
b.t.u.'s used as fuel in the Ontario industrial sector. As Ontario is 
poor in coal resources except for substantial lignite reserves in the 
James Bay area, coal may not be a realistic substitute to the higher 
prices forecast for oil and natural gas. The third reason that total 
costs do not respond in magnitude proportional to the increase in energy 
costs is the substitution of capital or labour for energy. The quanti- 
ties of capital and labour, as indicated in Table 5 do not increase 
markedly in response to higher energy prices. However since labour and 
capital inputs are much greater in size than energy inputs, small percen- 
tage changes in labour and capital can substitute for large percentage 


changes in energy. 


In order to isolate the effects of interfuel substitution from 
the effects of the substitution of capital or labour for energy, in a 
second simulation all energy prices were increased by 50% with the prices 
of Tabour and capital remaining unchanged (and the price of materials 
increased by 3% to reflect the price rise of the energy component). 
Total costs of production increased by 2 to 5% as a result of a 50% increase 


in all fuel costs, while total energy expenditure shows wide patterns of 
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change, reflecting the substitution of labour or capital for energy. 

The greater impact on total production costs in simulation two is due 

to the absence of interfuel substitution in the second simulation. 

If coal is, in fact, not a viable alternative to oi] and natural gas then 
a 35% increase in the price of hydrocarbons will likely increase total 
costs of production in the Ontario manufacturing sector by two to four 
percent. Note, however, that in all cases, higher energy prices induce 
greater capital investment and in most cases greater employment as well; 


these impacts mitigate against the deflationary effects that increasing 


energy prices cause. 


In the third simulation reported on Table 5, energy prices were 
left unchanged and labour wage rates were increased by 10%. The increases 
in total costs of production range from 1% (Tobacco, Chemicals) to 
3% (Textiles, Paper) as a result of the 10% increase in the price of labour. 
Higher wage rates also induce a substitution of capital for labour as 
indicated in the last column of the table. For the Ontario manufacturing 
sector a 12% increase in wage rates likely has a similar impact on the 
total costs of production as a 35% increase in fuel oi] and natural gas 


prices. 


In another simulation (one not reported in this paper), the price 
of natural gas was kept to 75% of the Toronto city gate oil price. This 
differential (75% versus 85% of oil prices) had little affect on the 
model results, slightly increasing the use of natural gas at the expense 
of fuel oil. However, given the current oversupply of residual oil in 


the Ontario market, maintaining the price of natural gas at 75% of the 
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Toronto city gate crude oil price would likely only deter oil refiners 
from passing on increased crude oil costs in the price of residual. As 
a result, lowering the controlled relative price of natural gas to crude 


oil may not lower the market price of natural gas to residual oi]. 


In summary, substantial increases in oi] and natural gas prices 
will have some impact on the competitiveness of the Ontario manufactur- 
jing sector, an impact however not out of proportion to the effects 
of increases in real wage rates of 3 to 4% (12% in nominal terms). While 
we should not minimize those impacts they are not of the order to sub- 
stantially harm Ontario manufacturing. In some industries, some firms 
will be specially hurt. To subsidize all consumers, residential and indus- 
trial, commercial and transport, rich and poor, to protect the few that 
need assistance is unwise charity. The total cost would be lower and 
jt would be more efficient to directly subsidize those firms which will 


be seriously damaged in a transition to world oil price levels. 


4.0 Supply 


For most commodities, the ‘law of supply' holds - the higher 
prices, other things being equal, brings forward increased production. 
Three issues complicate the law of supply for hydrocarbons - the large 
difference between the retail price of oi] and the net to producers; 
the lengthy period between the time the decision is made to increase pro- 
duction and the time when that increased production actually comes on the 


market and the depletable nature of these resources. 
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4.1 Excise Taxes and the Price of Oi] 


In 1978, Canadfan oi] producers on average received $5.64 per 
barrel of the $12.75 per barrel price according to the Ontario Energy 
Review of June 1979. Provincial governments received $5.12 per barrel, 
most of this in the form of ad valorem gross royalties, determined as a 
percentage of the gross revenue per barrel. By the British North America 
Act of 1867, both federal and provincial governments can levy direct 
taxes, but only the federal government can levy indirect taxes. An indirect 
tax is defined as a tax which is paid by the consumer rather than the 
Producer, i.e., a tax which determines the price. Indirect taxes are 
beyond the powers of a provincial government for they may determine the 
price of a product which is sold in interprovincial trade. Income taxes 
have been held to be direct taxes, i.e., taxes which are not Drice deter- 
mining but instead price determined. As the direct tax cannot affect the 
price in the market, it is a levy on producers who are resident in the pro- 


vince. 


The power to enact royalties, the rights to revenues from minerals, 
had been given to the original founding provinces in 1867 and to the 
Prairie provinces in 1930. Royalties levied by the provinces as land 
owner are not regarded as indirect taxes. In Manitoba, where freehold 
minera! and oil rights prevail, the taxation of petroleum and minerals 
is via a 'net income' tax rather tha a gross royalty. In Alberta, where 
the province owns most of the mineral rights itself (some 80%), these 


rights net having been alienated to freehold land Purchasers during settle- 


ment, a gross royalty system is used and does not appear to be,a priori, 
ultra vires the power of the Provincial legislature. The Supreme Court 
held in November 1977 that the 1974 Saskatchewan government tax schedules 
for oil revenues were indirect taxation and ultra vires the legislature 

of Saskatchewan. That 1974 scheme attempted to tax 100% of the differ- 
ential between the basic wellhead price and the Canadian price of oil. In 
terms of 'pure' theoretical economics, any gross royalty is an indirect 
tax for itis a form of excise tax. Excise taxes are shared between 
consumers and producers depending on the relative elasticities of demand 


and supply. 


Disregarding legal questions, it is. clear that the present debates 
in Canada over the price of oil are directed at who ought to receive the 
excise tax and in what form. The difference between the world price and 
the controlled wellhead price in Canada is a negative excise tax to con- 
sumers; we have seen who benefits from that subsidy. The Alberta gross 
royalties benefit Alberta residents. Discussions of the price increase 
for 1980 are now explicit discussions of excise taxes not prices. The 
Government of Ontario has released a document stating that a $5 per barrel 
increase in the price of oi] would lead to increased revenues of $4.77 
billion, $2.2 billion accruing to the producing provinces. In order to 
achieve self-sufficiency at minimum dislocations to the economy, the Ontario 
Government believes that $2.81 billion of this $4.77 billion should be 
placed in a National Energy and Employment Adjustment Fund rather than 
to be allocated to investments through producing provinces or through 


a functioning market system. Most bureaucratic actors seem to have accepted 
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the argument that the oi] and natural gas industry does not need additional 
cash flow, that additional revenues to oil firms would not encourage explora- 
tion but would instead likely flow out of the country. If these views 

are accepted, Canada, within one year, could have a wellhead price of 

$18.75 per barrel with at most $7.50 per barrel flowing to petroleum com- 


panies. 


This situation would in my judgement be a serious error for Canada 
as a nation to accept. This differential between the wellhead price and 
the net to producers ignores the economic distinction between marginal and 
intra marginal fields and will, I suggest, have serious negative ramifica- 


tions on Canadian energy self-sufficiency in the long run. 


Royalties are after all, designed to extract some portion of the 
economic rent of some oil fields. Not all barrels of oi] produce the 
same or even any economic rent. The basic ad valorem gross royalty cannot 
distinguish between a marginal barrel costing $18.75 to produce and an 
intra marginal barrel costing $1.75 to produce. The royalty, as any excise 
tax, drives a wedge between the 'natural' price and the net price to pro- 
ducers and therefore discourages production, or in this case, discovery. 
We will, if we continue in this direction, find all the oil in Canada 
which costs $7.50 to produce rather than the oil] which should be found at 
the price gross to consumers, $18.75. Producing provinces are well aware 
of the disincentive effects of gross royalties and as a result royalty 
schedules have been introduced whose effective rates depend on the volume 


of funds reinvested in exploration and development. The connection between 
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rent collection and development incentives is crude at best since it 
assumes that the degree of reinvestment is equal to the percentage of 
income which is rent. All project developers, of course, have an incen- 
tive to argue that their projects are special, i.e., high cost and should 
be exempt from royalties. Syncrude, for example, receives a 25¢ per 

barrel levy from each barrel of oi] sold in Canada so that its product 

can be sold at world price levels. In my view, it is basically inefficient 
and open to manipulation to allow special exemptions from taxations, these 


special examptions being based on individual negotiations. 


In our constitutional warfare, we have subverted the market system 
to the point where price no longer is a signal to producers or consumers. 
Price increases for oil are not viewed as the marginal wedge to allocate 


resources but as the slice of revenue to squabble over. 


It is therefore time to re-examine and reform the role of price and 
the present rent collection devices in order to prevent serious long run 
distortions from appearing in the oil market. Price should become the 
signal to both consumers and producers of the marginal costs of production. 
Under existing and contemplated royalty schemes, attempts to collect rent 
via two kinds of excise taxes, gross royalties and subsidies to consumers, 


will create economic losses. 


The best form of rent collection device is the income tax; no 
income, no rent, no tax. With a wellhead price of $18.50 and the complete 
absence of a gross royalty scheme, the marginal barrel costing $18.50 would 
be discovered. The income tax could be 50% or even 75% of net profits 


but if the tax affects only intra marginal rent not marginal costs then 


28 


the income tax will not distort producers' incentives. A net royalty is 
akin to a profits tax; it is levied on gross revenue less an allowance 

for production costs. Net royalty schemes are not unknown. The Ontario 
Mining Tax for example levies a tax on mine revenue less working expenses, 
depreciation on plant and equipment exploration and development costs 
and national costs for processing. There are a number of advantages to 
the use of a net royalty tax, generally, instead of the gross royalty in 


use at present, and some disadvantages. 


The net royalty will not distort producers’ incentives to find oi] 
at the wellhead price if the costs deducted from revenue are actual costs 
and not some notional average. Marginal pools will be discovered and deve- 
loped where the net royalty flow to the governments from those marginal 
pools is zero. The total revenue from the net royalty tax to governments 
will, of course, not be zero. In 1978, total royalty taxes paid by oi] 
and gas producers amounted to $2,991,854 or 30% of total industry revenues 
of $10,051,7 million. According to Oilweek, total net revenues (gross 
revenues less expenditures excluding royalties) was $4,871 million. A net 
royalty of 61% based on net revenues as defined crudely above would however 
induce more exploration at the margin than the present gross royalty system 


and yield the same revenues to the provinces. 


In 1976, the latest year for which Corporation Taxation Statistics 
are available, the net book profit after taxes (including. royalties.as a 
portion of net profit) for the Canadian oil and gas industry was $4,583 


million. Net taxable income was $2,574.7. Total royalties in 1976 amounted 
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to $2,103 million; these royalties representing 45% of net book profit 
after taxes and 82% of net taxable income. The exact value for the net 
royalty which would yield the same provincial revenues as were actually 


earned in 1976 is then likely to be in the range of 45% to 65%. 


The net royalty or net profits tax is also on a more secure con- 
stitutional ground that the presently used gross royalty. In my view, 
gross royalties are indirect taxes. Today they affect the speed of adjust- 
ment to world oi] price levels and are paid by consumers. In the future, 
gross royalties would affect the market price of oi] because of their 


disincentive effect on finding rates. 


Setting the price of Canadian 01] at world price levels is impor- 
tant as an inducement to supply additions. This inducement is not through 
the effects of higher prices on industry cash flow; investment funds can 
be raised by petroleum companies from external capital markets. The impor- 
tance of price in the market system is its impact on decisions at the 
margin. Excise taxes have perverse effects at the margin; net royalties 


do not. 


There are many problems involved in using only net income taxes to 
exact rent from the oil and gas industry. First, the present royalty system 
is simple, relatively cheat proof and inexpensive for a province such as Alberta 
to operate. If Alberta, for example, were to move to a net royalty tax, 
extensive records of the producing companies would have to be analyzed. 
The refining and marketing expenses as well as the exploration and development 
expenses of large integrated oi] companies with head offices in other pro- 


vinces would have to be calculated. The profit from production as separate 


30 


from the profit of refining or marketing would have to be determined. 

Room for manipulation of records exists. The accounting procedures of 
the oil and gas industry including the evaluation of intangible assets 
would have to be standardized. There is no reason, however merely excuse, 
why these problems could not be overcome. If countries such as Bolivia 
can use net royalty systems for the taxation of minerals, sophisticated 


income tax procedures could be created in Canada. 


Moving the world price of oil has then important benefits on both 
the demand and supply sides. The speed with which we move to these new 


equilibrium prices is also important. 


Producers of depletable deposits compare the tine profile of 
expected future prices with the time profile of expected interest rates 
in order to determine whether it is more profitable to produce the inherently ¢ 
fixed stock of oil today or tomorrow. Were, for example, the owner of 
an oil pool in Alberta to decide that future oil prices would increase at 
a rate greater than the expected interest rate, then it is clear that no 
production would take place today. If the oi1 is sold today, and the 
receipts deposited in a bank, the net worth of the oil producer increases 
at the interest rate. Were the oi] producer to refrain from production 
today and instead produce tomorrow, he would in effect be banking his oi] 
deposits in the ground. Selling these resources tomorrow when the price 
of oi] increases at a rate greater than the rate of interest is preferable 


to banking the receipts of today's sale. 


Producers then have incentives to refrain from announcing discoveries 


or to refrain from searching today in areas with high probabilities of 
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success if the expected price increase for oil is greater than the interest 
rate. Since 1974, Canadian oi] price policies have been to gradually 
adjust the domestic price of crude to a quickly moving target - the world 
oil price. The Canadian domestically controlled oil price is presently 
$13.75, the prime interest rate is 12%. A policy of increasing the domes- 
tic price of oi] at say, $2.00 per year for the next three or four years 
guarantees producers a rate of return for 011 deposits in the ground in 
excess of the rate of interest earned on deposits in the bank. Under this 
scenario, no large additions to oil reserves would be found. The facts 

are that for the last several years additions to proven oil reserves have 
fallen behind production. These facts are consistent with the hypothesis 
that producers are acting to maximize the present worth of their oil 
reserves by maintaining the oi] in the ground. Moving quickly to world 

oil price levels would today bring forth the additional reserves that would not 
otherwise be found until the present oil pricing policy eventually forced 


the domestic price to world price levels. 


5.0 Summary 


I have argued that the present Canadian oi] and natural gas pricing 
policies should be dropped in favour of a policy which moved the price to 
near world levels this year. This quick adjustment is needed for supply 
and demand conditions. On the supply side, maintaining a rate of increase 
in domestic oil prices at or below interest rates (10%, 12%) would deter 


discovery in the near term. Consumers should no longer be sheltered from 
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reality; oil is worth $23.00 a barrel not $13.75. To continue to subsidize 
oi] consumption delays the implementation of the necessary consevation 
Practices. Examining American and Canadian car purchases in 1979 in con- 
junction with gasoline prices changes in the two countries is convincing 
evidence of the inefficiencies engendered in Canada by these oil price 


subsidies. 


Two specific issues that trouble consuming provinces have been 
examined in detail - the income redistribution effects of the oil] price 
subsidy and the impact of energy prices on the costs of production in the 
Ontario manufacturing sector. The conclusion is inescapable that oi] 
price subsidies benefit consumers (at least in the short run) but that 
rich and poor benefit nearly proportionately. An oil] price subsidy js a 
poor device to redistribute income. Increasing oil and natural gas prices 
will increase the total costs of manufacturing in Ontario by 2 to 5%. 
While this is not a negligible amount, it is equal to the impact of a 12% 
increase in wage rates. If specific individuals or firms are hurt by 
rapid oil price increases, let us subsidize them directly, not all firms 


and all consumers. 


Increasing the wellhead price of oil via increases in excise taxes 
is the wrong policy for Canada. An excise tax, or a gross royalty is an 
inefficient tax collection device, a device which drives a wedge between 
the market price and the net to producers. Present policies may lead to 
a situation in 1980 where the Producers' net is $7.50 out of a wellhead 
price of $18.75. We will then find all the oil in Canada costing $7.50 to 


Produce. The correct supply response would be to find that barrel of oj] 


costing $18.75 to produce. I recommend that the present gross royalty 
system be scrapped in favour of a net royalty system. The net royalty 
in distinguishing between marginal costs and marginal rent has a 


far greater incentive effect for producers than a gross royalty. 


Were Adam Smith alive in Canada today, he would be calling for © 
a return to a market and a price system for oi] and natural gas. I can 


do no more than agree with his views. 
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Taxation and Energy 


This paper discusses taxation in a broad sense, including 
not only conventional taxes but also the closely related matters 
of royalties and price-regulation. The discussion is almost 
entirely about the example case of oil. Four topics are surveyed: 

1. The magnitude of changes in flows of revenues 
resulting from changes in the price of oil. 

2. Taxation and the efficient allocation of resources to 
production of energy. 

3. Taxation and the equitable distribution of revenue 
from sales of energy. 

4. Macro-economic effects of changes in policies toward 


taxation and pricing of energy. 


ie oMagnituce of flows of revenue 


Table 1 sets out the amounts and regional pattern of the 
original sources and final destinations of oi]. and its products 
in Ganada 1anel978.6)On the basiseof these volumes; Table.2 shows 
the direct financial implications of a two-dollar-per-barrel 
increase in the price of oil in Canada. Obviously, regions that 
are net importers lose, and net exporters gain from the increase. 
In order to suggest the relative importance of these gains and 
losses, they are also shown as percentages of the estimated 
gross incomes of the regions affected. It is apparent that even 


a two-dollar increase has significant effects; foreecen- or 


Table 1 


Sources and disposition of crude oil and petroleum products 
by region, Canada, 1978 ('000,000 bbls.) 


Sources to Canada of Region 
crude oil and products 


Crude oil production: 
- Atlantic 
Quebec 
6 Ontario 
8 Manitoba 
5 Saskatchewan 
33 Alberta 
£/ British Columbia 
9 North 


Sub-total: 


S25 


Trade in oil and products: 


Imports 243.0 
- Exports -144.6 


Change in inventories, etc.: 


eh ea 


659.8 Total Canada 


Domestic disappearance 
of petroleum products 


sy eas 
16265 
ORME 


G59". 


Source: Compiled from Statistics Canada, Crude Petroleum and 


Natural Gas Production (26-006) and Refined Petroleum 


Products (45-004) 


Table 2 


Net direct effect on gross income by region resulting froma 


two dollar increase in the price of oil 


Region Net direct effect on gross income 
in $000,000 as’ 3" of total ‘income 

Atlantic - 175.6 -1.3 

Quebec = 56.5450 -0.7 

Ontario - 434.2 -0.5 
Manitoba a) SOMO -0.4 
Saskatchewan nee e Ay) +O. o 

Alberta Ole S +3.0 

B.C. and North - 106.4 -0.4 

Federal budget ro OW 6 


Value of change in 
inventories, etc. ett of 88-0 


Total Canada 0 


Source: Calculated simply by applying a $2 price increase to 
the volumes in Table 1. The improvement in the Federal 
budget is the net result of saving $2 per barrel of 
import subsidies and losing $2 per barrel of export tax. 
Provincial gross incomes for 1978 were estimated by 
dividing Canadian 1978 GNP according, to provincial 
shares oft1977 1GDPytheatattex@tromastatisticsscanada, 
Provincial Economic Accounts. 


twelve-dollar increase, that would bring the Canadian price ( 
near the world price, the numbers would all be five or six times 
larger. 

The effect on the Federal budget from an increase in the 
domestic price of oil occurs through the Federal policy of an 
export tax and import subsidy. For consistency with a two-dollar 
domestic price increase, the rate of tax on exports and the rate 
of subsidy to imports would both have to be reduced by the same 
amount, and there would be a net saving in the Federal budget 
because the volume of imports is larger than the volume of 
exports. 

These striking financial effects arise from changes in the 
price of oil alone, without allowance for associated changes 


in the price of natural gas or other sources of energy. 


2. Taxation and efficient resource allocation. 

(a) Taxes or royalties and the profit motive. 

Taxes and royalties are fundamentally different in some 
respects, taxes being a unilateral transfer that are not part 
of the national income, and royalties being a purchase of 
property rights and a contribution to the national income. 
However, they are lumped together here because, especially given 
public ownership of natural resources, they are practically 
indistinguishable in their effects on the profitability and 
incentives of private firms. 

Efficient resource allocation requires that any product 
be produced in the amount at which its marginal cost is equal to its 
price. For an internationally traded commodity, the relevant 
price is the world market price, even when that world price is 
the result of a cartel if the cartel is likely to persist. 


* 


(It would be efficient to ignore a merely transient increase in 


world prices in the planning of long-term domestic projects; 
but the OPEC cartel does not seem transient). 

If markets are reasonably competitive, and if externalities 
are small, and if, taxes. or price controlisrdo,neot distort 
private decisions, then profit-seeking firms will tend to bring 
about an efficient allocation of resources. In the process, they 
will create a flow of economic rent or producers' surplus, if 
their industry is subject to diminishing returns, in an amount 


illustrated by the shaded area pba in Figure l. 


Figure 1 


Marginal cost .oxr 
supply price of product 


Prices, of- product 


> Quantity of product 


O n gq 


In principle, each unit of product or say each barrel of 
oil has "ies own Cost of production or supply price. Producers 
Would’ produce the first barrel for only 20a, the nth barrel] for 
only $Om, and so on; only the qth barrel requires $Op to call 
Les¥orth eecitoevery banreloisisold—tor—-SOp,surpius revenue is 
generated (the shaded area pba), and this is the source of 
royalties or rent to the landlord. If the surplus were 


collected with perfect skill, at a different rate on every barrel, 


100% of it could be collected by the landlord without disturbing 
the producers' incentive to produce Oq. 

Unfortunately, such perfect collection of rent is not 
feasible. It would require exhaustive information and intimate 
monitoring of the producers' activities and costs by the land- 
lord. Information and monitoring are expensive, prohibitively so 
as they approach perfection. The landlord must look for some 
device of rent-collection that will maximize his income net of 
collection costs, rather than his gross rent. 

Very crude devices will work rather well in the short run 
in the case of production of crude oil, because the short-run 
marginal cost of production rises steeply, as in Figure 2. 

A simple percentage royalty on all production will not greatly 
reduce the volume of production from a given, already developed, 
numbersorv fields and wells.“ That iis win the snorc-run of 
Figure 2, even a heavy rate of straight percentage royalty or 


tax may lead to only a small shortfall of q* below q. In the 


Figure 2 Figure 3 


Long-run 
Marginal 
cost 


Short-run marginal 
cost 


World price 


Net price to 5 
producers. 


C Q 


long-run, when cost of exploration and development must also 
be taken into account, Figure 3 is relevant and illustrates that 
a simple percentage royalty can cause a Mason: shomttall ofma? 
below q. 

Artificial maintenance by fiat of a low domestic price 
has the same effect. In the short run, it benefits domestic 
consumers while causing only minor shortfall of production 
below its efficient volume. In the long run, it can be expected 
to have severe effects on production. 

Sale by auction of mineral rights, and profit-sharing 
in lieu of royalties, are two devices by which a landlord may 
collect a substantial portion of the rent with moderate collection 
cost and without adverse effect on the volume of production . 
Do-it-himself production is of course a third, which means in 
the case of natural resources, publicly-owned producers. There is 
no perfect device for transferring rent from. producers sto 
government or to consumers, but fixed percentage royalty and 


price control are among the worst devices, in their effect on 


efficiency of allocation. 


(b) Taxes or royalties and sources ofafinance: 

Separate from and more controversial than the idea 
discussed above, that a firm must be able to expect a reasonable 
future profit as an incentive for new investment, is the idea 
that a firm must have a substantial accumulation of past profitsas 
a means of financing new investment. The latter idea implies a 
need for much wider profit margins than the former one does. 


It is controversial because it throws against the usual presumption 


in favour of more equal distribution of wealth the counter- 
argument that only concentrated wealth can or will undertake 
some socially important projects. 

There are three possible arguments for abstention by govern- 
ment from some tax or royalty revenue in order to permit wider 
profit-margins for reinvestment by energy companies; the three 
will be considered in turn. 

First, one could argue that households and governments 
collectively save too little, compared with the nation's needs 
for new savings, and, therefore, that it is necessary to add 
some "forced savings" to the national pool in the form of extra 
corporate profits, which, one would have to insist as part of 
the argument, must not be distributed as dividends. Canada uses 
foreign-owned savings to finance about one-fifth of its gross 
investment every year. This does seem excessive and a reason 
to take steps to increase domestic savings to reduce the growth 
of foreign debt. However, national saving could be increased, 
with less conflict with the goal of equity, in the form of 
reduced government deficits or increased government surpluses 
rather than in the form of increased retained corporate profits. 
(It follows from this point that increased government revenue 
from oil and gas should accrue to the government most likely to 
save it rather than dissipate it in subsidies or other current 
expenditure). Anyhow, even if extra corporate profits were judged 
an appropriate means, in principle, to reduce Canadian reliance on 
foreign-owned savings, they would not be an appropriate means in 


the oil and gas industry, where most of such extra profits would 


themselves be foreign-owned. It is mere truth, innocent of 
chauvinism, to say that a country cannot increase its domestically- 
owned savings by giving extra revenue to foreign-owned firms 

for them to save. 

A second possible reason for allowing private firms 
additional earnings, by reduced taxes or royalties, would exist 
if there are failings in the system of financial intermediaries. 
If the intermediaries fail, for any reason, to direct new 
Savings toward the most desirable new projects, then society may 
have to permit the relevant firms enough internally-saved funds 
to finance these projects themselves. 

As an extreme case of this argument, suppose there are 
no financial intermeidaries at all in an otherwise capitalist 
free-market economy. Then the only way any firm could expand its 
capacity would be from retained net earnings, and the only way 
any firm could use its retained earnings would be expansion of 
its own capacity. A shortage of any product would cause an 
increase in the price of that product, an increase in the retained 
earnings of that industry, and thus an expanded output by that 
industry. The system would succeed in adjusting production to 
demand, albeit more slowly than in a situation where funds could 
also be borrowed on the basis of expected profits without waiting 
for realized profits. 

In a less extreme case, where financial intermediaries 
function well for most forms of investment projects but not for 
all, ample retained net earnings in the industry ill-served by 
intermediaries would be a means of correction of the financial 


lileiqhtens ' Sp szelaL bers). 


I do not know enough about its financing to judge whether 
the oil and gas industry would qualify under this argument for 
tax or royalty relief. The high-risk parts of the industry 
(exploration, and development of new technology) presumably 
require a relatively high ratio of equity to debt, and Canadian 
financial intermediaries are often accused of aversion to equity 
and risk, whether justly or not. The argument is complicated 
by the usual objections to tax relief for the already affluent, 
by the fact of foreign ownership of a large portion of any relief 
provided, and by the need to appraise alternative means of coping 
with risk, such as joint ventures. 


The third possible reason for tax relief to permit extra 


retained earnings to finance investment has to do with externalities, 


that is, benefits (or costs, but in this instance benefits) that 
accrue to third parties from an investment project although the 
third parties cannot be made to help pay for the project. 

An analogy may be of interest here. Academic research is very 
risky, with a very high proportion of dry holes. But when a rich 
discovery is made, it cannot long be kept as the private property 
of the discoverer and is soon available to all users free of 
charge. The problem of risk might be privately overcome by 
various risk-pooling arrangements, but the fact of externalities 
means that no one group has enough private incentive to undertake 
research because it cannot capture all of the benefits from it. 
Both as a means of risk-pooling and because of externalities, 
academic research is subsidized by society through jovemmnenes 


under arrangements in which the researchers themselves typically 


( 
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hear ‘none “at ally of “the! financial’ risk “inherent in: their “activity. 
Exploration and technological development in the oil and 
gas industry are also risky and likely to yield external benefits. 
They are, essentially, research. There is good reason to use 
public funds to pay private firms to do more of it than market 
incentives would encourage them to do. Relief from taxes or 
royalties is one way to do this. To an outsider, these forms of 
relief, such as depletion allowances or super-depletion, have a 
bizarre complexity. The rules no doubt provide the government 
Some control over the direction of the research it is fostering, 
although one wonders whether there may be more straightforward 
ways of doing this. The main point is, however, that this 
rationale for extra corporate profits requires that the information 
discovered be made publicly available. This rationale is not 
disturbed by the fact of foreign ownership; research support 
should go to whomever does the job best, as long as the results 


are made public. 


(c) Prices and consumer behaviour. 

The need for restraint henceforth in consumption of oil 
and dassissbest metednethesiongerun by raising the consumer price 
of these items to world levels. The increase will cause hardship 
and opposition. The only relief here igsthat thejincreaseaneed 
not be immediate to be effective, as long as there is an immediate 
clear knowledge that it will occur over two or three years. The 
reason is that, like production, consumption of energy is associated 
with large short-run fixed costs that make it insensitive to 


price in the short run. Therefore, immediate price increases 


involve mostly extra expense with little conservation. But long- 
run increases, including clearly announced future increases, can 
cause a more effective conservation through changes in patterns 
of consumer investment in durables. 
The following casual calculations illustrate the point. 
On a 200 mile drive, a driver might save at most 2 gallons of 
gasoline’ by driving*at’ S0°m.p.h. instead) Of 65.) BY dri vingsat 
the higher speed, he saves 55 minutes of driving time, which 
he values at, say $10. The 2 gallons of gasoline saved would 
have to cost more than $5 per gallon before the saving of gasoline 
would be worth more than the loss of time from slower driving. 
But this calculation is based on a short-run fixed item, namely, 
a given car. In the long run, the choice of a new car arises. 
Suppose the new car is expected to run 15,000 miles per year for 
five years. With a discount rate of 5% per year, the discounted 
present value of the fuel saved by a 30 m.p.g. small car compared 
With ae20) mip.g. larger car is°Sl082) per dollam peregalion Or 
gasoline, an amount large enough to weigh seriously in the choice. 
In other words, increases in the price of fuel affect consumption 
only with a delay while consumers "retool". Therefore, the 
hardship of immediate price increases is not necessary to 
conservation, as long as the increases are clearly announced so 
they can be taken into account in the "retooling" decisions. 
Canada has been stretching its use of this source of short- 
run relief from more expensive energy. It is six years now since 
the first major increase in oil prices (in 1973) and we are still 


far short of world prices. A clear committment to reaching the 
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world price, sav, three vyears is overdue, tor the sake of 


efficient planning by both consumers and producers. 


Sy tax prices, .and 6qultable distribution Of income. 

As the tiguves in partelwindilcate; a cen Or twelve dollar 
increase in the price’ of;asbarre. of o1l in Canada, together 
with associated changes in the price of natural gas, would transfer 
several billions of dollars a year from the rest of the economy 
to Saskatchewan and especially to Alberta. Even the present 
magnitude of oil revenues has led to questioning of the right 
of provincial governments to the income from their own natural 
resources. That questioning will become more severe as the price 
of oil rises toward world levels. 

Sharing should be and is a basic feature of Confederation. 
This 1s not seriously in dispute. For example, Alberta's net 
PEovinelal, exports of O11 sand» products in 1978 were 385 million 
barrels, and the Alberta economy received some $4.2 billion extra 
dollars by selling them at a price of around $14 instead of the 
pre-OPEC price of around $3. At the same time, the Alberta economy 
gave another $4.2 billion or so to the rest of the country by 
selling at sl4 rather than at the world price of about $25. 
This is a roughly 50:50 sharing of the world price of oil between 
Alberta and the rest of the country, and all production costs and 
federal income taxes come out of Alberta's half. Debate about 
these arrangements is about the form and proportions, not abou 
the principle, of sharing. 


We need a rule for the sharing of provincial natural 


resource revenue, to avoid the uncertainty and divisiveness 
of the present procedure of negotiated short-term compromises. 
W.D. Gainer and I have suggested such a rule, in Canadian Public 
Policy (Winter 1975), and I re=suggest.1t here gwith a tittle 
enlargement. Provinces should pay to the federal government the 
proportion of their natural resource revenue that would be paid 
in federal taxes if the natural resource revenue were privately 
owned. This rule should apply to all provinces and all natural 
resource. In the case of oil, it would replace present procedures 
for sharing, namely the differential between the domestic and 
the world price and the disallowance of provincial royalties in 
the calculation of federal corporate income tax. 

The B.N.A. Act prohibits taxation of one government by 
another. But modern governments have two kinds of income. 
One is transfer payments, or one-sided transactions which do not 
create national income but merely re-allocate its ownership. 
Taxes are the prime example. The other is factor earnings, the 
result of two-sided transactions in which payment is made to 
purchase productive services and which are the original source of 
national income. Factor earnings consist of wages, rent, interest 
and ororit.,’ They are the ultimate taxebasel) In. So7, etwas 
likely presumed that any government's revenues would consist 
almost entirely of transfer payments or taxes, and it was and is 
unwise to let one government tax another's taxes. But today, 
governments also earn substantial factor incomes from their 
various involvements in the economy, and there is no reason to 


exclude one government from part of the ultimate tax base merely 
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because another government happens to own it. 
Powis Veryrar.tIcCuLt- COramenu@tices,.N.A. ACT, but rt 
would not be necessary to do so to change the effective rules. 


A negotiated agreement for "special payments" by the provinces Lf 


iB 
to the federal government would suffice. Even that agreement 
would be difficult to achieve, but there do seem to be benefits 

to all partic#pancs to provide tne incentive. The federal govern- 
ment would receive revenue. Alberta and Saskatchewan would receive 
a more stable and predictable set of rules for the sharing of 

oil revenues that they are obliged to share anyhow under presen 
arrangements. The other provinces would receive the comfort of | 
seeing an assured share of oil revenues go to the national 


government with little loss of their own rights to their own 


natural resources. 


What factor earnings should be included in the agreement? 
Governments do not earn wages, so those are not at issue. 
Interest income raises problems. If interest income were 
added to a province's "taxable" factor earnings, then interest 
payments would be a deduction from them, and the scheme would 
in effect encourage provincial governments to run budget 
deficits by reaucing tne cost of doing so. Lt would; therefore 
be sensible to adopt the crude but simple principle used in 
national income accounting and say that any interest on government 
debt is deemed to be transfer payment, not factor income. 
As tor profit, the profits earned by government business enterprises 
are already subject to some intergovernmental payments of taxes 
OY payments in lieu of taxes, so no new principle is involved 


in “including them although tidying of the rules may be possible. 
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The main item, perhaps the only one big enough for urgent 
consideration, is rent in general and natural resource revenues 
Pi sDabeacoular, 

The actual rate of federal. (faxl croc applyatosprovancial 
factor incomes would be a central point for negotiation, as 
there is no clear answer as to what it should be. In principle, 
it should be the same rate as if the factor incomes were 
privately owned, but that principle is muddy in application 
because the rate would vary as the private owners were large or 
small corporations or more or less wealthy households, and as 
the revenues were considered to be income from renewable resources 
Or capital gains from sale of exhaustible resources. At the 
upper end of plausibilities, one finds 36%, the rate of federal 
tax on corporate income after provincial tax credit. At uthe 
lower end, 14.5% is the average federal tax rate on everything, 
that is, the percentage that total federal tax collections 
were of GNP in 1978. 

Movement to the world price of oil would have awkward 
consequences for the program of federal-provincial equalization 
grants because the effect on Alberta's provincial revenues would 
greatly raise the cost of the grants needed to bring all 
provinces up to the national average per capita provincial revenue. 
Plausible rates of federal sharing of provincial resource revenue 


would reduce but not remove this problem. To achieve sensible 


results from the equalization grants formula, it seems necessary 


to continue to remember that oil and gas revenues come from 
exhaustible resource and therefore are capital gains or even 


more liquidation of assets, and should not be included fully in 


aay gee 


any regular current income account. 


4. The price of energy and inflation. 

One difficulty in moving the domestic price of oil to 
the world level is the aggravation by this move of the already 
serious problem of inflation. A ten-dollar increase in the 
price of the 660 million barrels of petroleum products used in 
Canada in 1978 would cost $6600 million dollars, which is about 
5 8% of the 1978 GNE atumarketiprices., That is, a ten-dollar 
increase in the price of oil would impose a Girectyc.os. COSst= 
push on the national price level, not to mention the indirectly 
resulting inflationary pressures from attempts of other sectors 
to catechsup. 

There is no escape from this difficulty. It is not even 
clear that a gradual increase in the price of energy would be 
less inflationary than an abrupt one, because of the volatile bo 
nature of expectations. That is, three annual cost-pushes of 
0.9% each could create a more stubborn increase in int lacawonar. 
expectations than one increase of 2.8%. 

Suppose the domestic rate of inflation depends on four 


items, in this order of importance: 


1. general expectations of inflation, based on past experience 
ena? ualney, 
2. devaluation of the Canadian dollar, directly raising prices 


of imports and export-type goods; 
3. the level of employment; 


4. increases in the price of energy. 


Nothing can be done directly about item (1). Therefore, if the 
price of energy is increased, there must be offsetting changes 
in items (2) and (3) to prevent aggravation of inflation. 

There are two alternative general directions of macro- 
economic policy in response to an increase in the price of energy. 
One puts priority on resisting inflation, the other on restraining 
unemployment. 

The policy that emphasizes resistance to the inflationary 
effect of higher energy prices would, first of all, maintain or 
strengthen the external value of the Canadian dollar to avoid 
or reverse cost-push from our foreign trade. The only way to 
do this in the short run is with tight money policy and domestic 
interest rates high enough to attract increased inflows of foreign 
capital. Thus one by-product of this approach to more expensive 
energy is more rapid growth of international indebtedness, and 
another is the depressing effect of higher interest rates on 
domestic capital formation. Unemployment would increase, also 
because of the tight-money policy through its effects on 
investment spending and on exports and imports via the exchange 
Hate. Git is duite possible that tax cuts (a Stimulative deficit?) 
would be required to prevent unemployment from rising too far, 
although it would have to remain high until the inflation was 
controlled. The costs of more expensive energy, on this approach 
to fighting its inflationary effect, are greater international 
indebtedness and a more prolonged period of high unemployment 
before inflation is controlled. 


The alternative emphasis in a macro-economic policy 
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response to higher energy prices is more inflationary but more 
attractive in other respects. The extra revenues from higher 
energy prices are a significant source of additional Savings. 
Let these accumulate as fully as possible as government surpluses 
or reduced government deficits, without offsetting tax cuts, 

to increase the national savings. Then an easing of monetary 
policy, combined with the additional supply of loanable funds, 
would lower interest rates, with two further effects, one being 
a stimulus to domestic capital formation, and the other being 

a reduction in net borrowing from abroad. Reduced foreign 
borrowing would cause the Canadian dollar to weaken in foreign 
exchange markets, and this in turn would narrow the deficit 
between exports and imports. Employment would be stimulated by 
each of higher investment, higher exports and lower imports. 
Inflation would be aggravated both by higher employment and 
devaluation of the dollar, and further tax increases would 
possibly be needed to restrain aggregate demand and employment. 
The whole approach would have to be applied with moderation 

£6 avoid) serious aggravation oftinflation from the’ strong effect 
of the foreign exchange rate on the domestic price level. The 
cost of more expensive energy on this approach is more prolonged 
inflation, with some reward in the form of greater domestic savings 


from the energy revenues. 
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Appendix 


This appendix is related to Part 4 of the foregoing paper. 
It describes a macro-economic model, of an illustrative nature, 
intended mainly for teaching if all goes well; it needs further 
work for that or any purpose. It is offered here in admittedly 
unpolished form as background because it does provide a fuller 
explanation of the argument in Part 4. 

The model contains: 
1. The money market, which provides a conventional LM curve. 
2. The bond market, which contains among other things a desired 


relationship between bond holdings and income and the interest 


Lace. 
3. The foreign exchange market, under a regime of pure floating. 
4. The commodities market, which however does not provide a 


conventional IS curve because of wealth-effects on savings and 
consumption. Indeed, the IS curve is redundant in this 
approach because aggregate demand is fully determined in the 
first three sectors. 
5S. =A division of Changes in nominal national income into, changes 
in price level and changes in volume, by means of an equation 
for the rate of inflation that incorporates, albeit crudely, 
expectations, plus demand-pull along a Phillips curve, plus 
cost-push from exchange rate movements or from changes in 
the price of energy. 
Following the description of the model itself, there Loe 
description of some manipulations of it concerning the macro- 


economic effects of changes in the price of energy. 


The money market 


Be, 


The 


The supply of money in existence is 10 times BCB, the stock 
of bonds held by the Central Bank. A freely-floating 
exchange rate is assumed, so the foreign exchange reserves 
and changes in them are omitted. 


M = 10BCB 


The demand for money is directly related to the level of 
income Y, and inversely to the real rate of interest IR. 


MD = 0.75Y/IR 


The supply of and demand for money must be equal 


From 1, 2, and 3, an equilibrium relationship between IR 
and Y is derived. 


IR = 0.075Y/BCB 


bond market 


The stock of bonds in existence is the previous period's 
stock plus current additions from government deficits and 
from financing of new investment. 


Be = Bc ier Ge) TAxe + a 


Tax collections come from the tax-rate on Y, TRY, applied to 
¥, and the tax-rate on energy, TRE, applied to QE, the 
volume of energy produced. 

TAX ==) TRY. YY FO TRE SOE 


New fixed investment varies inversely with interest rates, 


10 


LP. 


2% 


I. 


14. 


and also tends to grow through time. 


be= hiss Hs STR iea0d) & 


From. 5 77 Os otc, « 


Beets Ty) 2 °G Prey yee TRE Or +35" > 31k) (m4) © 


There are five groups, described below, who Gontrabute co 
BD, the total demand for bonds, 


BD -=-BCB + eBPB "eH + BGe ter 


BCB, bonds held by the Central Bank, is an exogenous policy 
variable. BPB, bonds held by the private banks, are the 
only asset available to them other than cash reserves. 


BCB «+ «BPB = 10BCB 


BH, bonds held by households, is determined by a process of 
partial adjustment toward a target Vevel which “in=turn 
varies directly with income and the interest rate. 


BH =" Bu(t-1)) = 0st (0. 61R.Y — BEM t=1)") 


BC, bonds held by the corporate non-financial sector, are 
used to represent retained net earnings, which arise only in 
the energy sector in this model and only if government policy 
allows. The policy variable CRE is corporate retained 
earnings per unit of volume of energy production. 


BCeeaBett—M)bst CRE. OF 


BF, domestic bonds held by foreigners, varies directly with 
the interest rate and also tends to grow through time. 


BF = 20TR(1.04)~ 


From 9 through 13: 


BD = LOBCB + 0.9BH(t-1). + BC(t-1). + CRE.QE + O06 ERY 
1s 
+ 20IR(1.04) 
15. The bond market must clear: 


BD = B 


16. Derive from 8, 14 and 15 another equilibrium relationship 
between IR and Y: 
Pan Goths + B(t-1) - 0.9BH(t-1) - ee 
~ 10BCB - QE(CRE+TRE) + G - TRY.Y 


O06N fF aie on) 


The foreign exchange market 


72 (experts vary directly with R,. fhe price of foreign currency, 
and inversely with P, the domestic price level, and also 
tend to grow through time because of foreign real growth 
and foreign inflation. 


FOPy Si wel calenrat= 


18. Rearrangement of 13 gives capital inflows into Canada, all 
of which consist of sale of bonds to foreigners. 


Bie ers ( Ele 202 0 Eh 0 ae ae Geel) 


19. Imports depend simply on Y. 


Lt Oe oe 


20. The foreign exchange market must clear, and there is no 
official intervention to help it do so. 
X + BF - BF(t-1) = 2 


21. From 17 through 20, derive the market-clearing exchange rate: 


R = P(Obov = 2OTR(1.04)~ + BP Mei PSl 107" 


q 


The commodities market 

The three previous markets fully determine the commodities 
market as well, so it is necessary here only to make explicit 
the determination of two variables that are merely implicit 


in ithatmsolution? 


22. Private savings are equal to the acquisition of money and 


bonds by households and any retained net corporate earnings. 
S = MD - MD(t-1) + BH - BH(t-l) + BC - BC(t-1l) 


23. Consumer spending is income less taxes and savings. 


Ce TAX = 


Output, employment and prices 


24. The labour force grows exogenously. 


eer 02 


25. The stock of capital is: increased by investment. 


K = K({t~-1) + I(t-1) 


26. Full-employment output depends on the stock of labour and 

of capital and on technological progress. 
Aaa yh yeh RELA ae 

27. The current rate of inflation, *DP, depends on three 
influences. The first is expectations, determined by the 
previous period's inflation. The second is a Phillips 
curve, described by 12/%U -2, where %U is the unemployment 
rate. The third is a cost-push that can be caused either 
bynawriseiinythe-price of foreign currency or by a rise in 


the price of energy. 


DP = 0.71%$DP(t-1l) + 12/%U -2 + 0.25%DR + 0.043DPE 


28. The present price level follows from 27: 


P = P(t-1) (1 + @DP/100) 


29. The constant-dollar volume of real output is income at 
current prices divided by the price level. 


Q = Y/P 


30. The unemployment rate depends on the difference between 


full-employment output and actual output. 


oe 


Uses =D00 (OF = 0)-/OF 


31. For use in 27, the percentage change in the exchange rate 
is defined as 


SDR = OO(RY = R(t-1))/R(t=21) 


32. For use in 27, the percentage change in the price of energy 
is defined as 


DPE = 100(PE - PE(t-1))/PE(t-1) 


Energy sector 


33. The volume of energy produced and consumed depends on Q. 
QE = 0.040 
34. The regulated price of energy consists of three components. 


One is ACE, the average cost of production of a unit of it. 
Second is CRE, corporate retained earnings permitted per 

Wndet -oneproduct ofeenergy. . ‘Third ise TRE, othe tax erate per. 
unit of volume produced. CRE and TRE are policy variables. 


PEL =wAG eat CREA + TRE 


35. The average cost of production of energy moves in step 


With intlation. 


ACE= IMO9se72F (Ul lr. 


Solution of the model 

The five central equations are 4, 16, 22s) containing 8277, “and 
29. These five can be solved for IR, P, Q, R and Ys “ALL*other 
variables are then readily found by substituting these values 


into the other equations. 


Summary list of variables 
Policy variables: 
BCB Bonds held by central bank 


CRE Corporate retained earnings permitted per unit of energy 


production 
G Government expenditure on goods and services 
TRE Tax rate (including royalties) per unit of energy production 


TRY Tax rate on national income, Y 


Endogenous variables: 


ACE Average cost of production of energy, excluding retained 


earnings andmtax 
B Total stock of bonds 
BC Bonds held by corporations (or accumulated retained earnings) 
BD Total demand for bonds 
BF Bonds held by foreigners 
BH Bonds held by households 
BPB Bonds held by private banks 


C Consumer expenditure 


GB Government bonds outstanding = GB(t-l) + G - TAX 
= Investment 


IR Interest rate (real rather than nominal) 


K Stock.Of capital 
L Labour force 
M Stock of money 


MD Demand for money 

P Price level 

PE Price of energy 

Q Gross national product at constant prices 

QE Volume of production of energy 

OF Full employment GNP at constant prices 

R Exchange rate, as home-currency price of foreign currency 
= Savings by households and business 


TAX Total government revenue 


x Exports 
ba GNP at market prices 
Z Imports 


DP % change in price level, or rate of inflation 
sDPE % change in price of energy 
sDR % change in exchange rate 


SU $ unemployment 


Experiment One: Priority to fighting antlatron 


The model is given initial values that start it of at 
time =0 with 9.091% unemployment and 9.387% inflation. In the 


table labelled "Policy 1", the price of energy is not increased 


)) 


except in lagged step with general inflation. In order to 
avoid ere inflationary pressure from increases in R, monetary 
policysis used tevattract enough foreign Capital to™noid the 
floating R steady. (By itself this restrictive monetary policy 
seriously worsens unemployment, which is allowed to run close 
to 10% in the interest of fighting inflation, but substantial 


temporary tax cuts are necessary to prevent unemployment from 


becoming even worse. Inflation is knocked out of the system 


by about the end of time 4, after 


which new priorities for policy 


could be introduced but were not in the printout for ht Sate ts sol apd le 


In "Policy 5", taxes or royalties of 50% of ACE are 


imposed and added to the price of 
must now be even more restrictive 
borrowing even larger to hold the 
Even=larger tax °cuts are required 


ployment from exceeding 10%. And 


energy. Monetary policy 

and interest rates and foreign 
exchange rate steady. 

to prevent the resulting unem- 


el ek esead nila tg. rate of unemployment 


must persist for an additional two time periods before inflation 


is eliminated. 


Experiment Two: Priority to savings 


Behave not eeum this one vet. 


It ewould, be along jthe lines 


of the dast paragraph in the itext, using easier monetary and 


tighter fiscal policy to try to prevent the extrajenergy Tevenues 


from being more than offset by other tax cuts, all without too 


great inflation. 
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TRADE POLICIES FOR NATURAL GAS AND ELECTRICITY 


John F. Helliwell- 


1. Introduction 

Table 1 shows the values since 1970 of net Canadian exports of various 
energy sources. I have been asked to deal specifically with natural gas and 
electricity, and hence to pass over the policy issues relating to oi1, coal, 
and uranium. The distinction cannot be clear-cut, however, as natural gas 
and fuel oi] are fairly close substitutes in a number of domestic uses, and 
exports of uranium, and to a lesser extent coal and natural gas, can be 
interpreted as exports of eo at an earlier Stage of processing. 

The net export figures also mask the importance of transport costs 
and quality differences, Aree mean that gross trade flows can be large 
even if the net flows are not. For example, in 1978 gross coal exports 
(mainly of Western coal to offshore markets) were over 15 million tons, 
or 45% of production, offset by imports of 15.6 million tons of U.S. coal 
into Ontario and Quebec. For crude oil and products, exports to the U.S. 
were more than imports from offshore (in terms of the trade values shown 
in Table 1) during the first half of the 1970's, but both before and 
after that time imports have exceeded exports. By contrast, natural. gas 
and electricity, the two commodities that are the Subject of this paper, 


have tended to be exported with very few offsetting imports. 


* Comments welcome 


TABLE 1 


CANADIAN TRADE BALANCES IN ENERGY COMMODITIES 


NET EXPORTS 
(Millions of Dollars) 


Petroleum Natural Gas Coal & Coke Electricity Uranium Total 


ri ees eee 


1970. 129 201 -135 22 - 34 183 
197] Like 244 - 83 37 13 383 
1972 344 299 - 90 og 55 667 
URES 647 343 “949 103 69 1168 
1974 1045 488 - 84 170 83 1702 
1975 171 1084 -160 9] er 1307 
1976 - 624 1607 als ae 24] 1364 
O77 -1065 2028 - 66 362 208 1467 
1978 -1427 2190 ser 477 646 1878 


Source: S.C. 65-202, Exports Merchandise Trade 


S.C. 65-203, Imports Merchandise Trade 


gt 


The data in Table 1 show that the many post-1973 changes in the 
prices and quantities of Canada's energy trade have caused individual 
components to vary a great deal, while the total balance has varied over 
a relatively narrow range, from a net energy trade surplus of $1.3 billion 
in 1975 to a high of $1.9 billion in 1978, with the 1979 surplus likely 
to be higher again. 

Even in this introductory comment, it is necessary to qualify any 
statistics that treat the energy trade balance as a single revealing 
number. There is a temptation to regard the energy trade balance as a 
leading indicator of the strength of a country's currency (in the way that 
the Ula s Sreaeing but temporary role as a net oil exporter has fuelled 
speculation in favour of sterling) or of the country's insulation against 
future disruptions in world supply, or further sharp price movements, of 
key energy commodities. Economists are fond of speaking of, and even 
estimating, the degree to which one form of energy can be substituted for 
another, and there is no doubt that such possibilities are substantial, 
especially over periods long enough to permit the development and adoption 
of technologies that make best use of an emerging pattern of energy 
prices and availability. However, the very different characteristics of 
the various traded energy commodities mean that the substitution possibilities 
are inevitably limited, that they will differ in the various regions of the 
country, and that they will be limited by the availability and costs of 
transport and storage. All this is a lead-in to my preliminary judgement 
that the institutions and economic factors governing the exports of 
electricity and natural gas are so different that each deserves a separate 


section of the paper to itself. 


ae 


Before starting into those separate parts of the paper, I shall outline 
the key issues that relate to each type of export. 

The first point to note is that natural gas exports have, during the 
1970's, been from 40% to 50% as large as domestic consumption, while net 
electricity exports have ranged from next to nothing to a 1978 level that 
was under 6% of domestic consumption. Natural gas has been discovered and 
developed with export markets in mind, while electricity production tends 
to be developed to meet requirements within each province, with inter- 
provincial and international trade used in special cases (e.g., Churchill 
Falls), to help in the utilization of large and lumpy investments to 
capacity (e.g., James Bay), and to cut the costs of carrying systems that 
have been overbuilt because of long construction times coupled with overly 
large estimates of future demand growth. 

A second key distinction between natural gas and electricity is that 
exports of natural gas inevitably involve questions of equity between present 
and future generations, because the faster use of low-cost deposits brings 
forward the time when higher cost sources will need to be tapped for 
domestic uses. The rercnnor economic benefits between regions of the 
country, between resource developers and resource consumers, and between 
domestic and foreign residents is also more troublesome for natural gas 
than for electricity, because the natural gas reserves are 85% in Alberta, 
and the development, although subject to provincial royalties, is done by 


firms with an average foreign ownership of 75%." By contrast, the main 


* PetroCanada now may have an important impact on the distributional effects 
of natural gas exports, as it has become, chiefly through the purchase of 
Pacific Petroleums, the second largest gas producer (after Shell) in Canada. 


Producer rents that rise through unexpected increases in export market 


) 


.) 


ae 


electrical utilities are either provincially-owned or provincially 
regulated to obtain only a normal rate of return, so that the natural 
resource values inherent in the advantageous hydro sites are passed on to 
either domestic electricity users or to domestic taxpayers. 

Finally, the decision about how much natural gas to export is inter- 
twined with decisions about how far to extend the domestic distribution 
system, and the extent to which downstream processing should be encouraged 
to take place in Canada. For electricity, with the possible exception of 
Quebec in the 1980's, these issues have already been settled, with the 
provincial distribution grids already covering almost all the major 
centres of population. The resolution is less clear with respect to the 
subsidization of downstream processing. Although most electric utilities 
do not plan facilities for the export market, and do not view themselves as 
trading-off domestic and export sales as competing uses, it is true that 
many utilities do price their incremental industrial sales at less than 
incremental costs, and hence subsidize the production of electricity- 


intensive output, whether for sale in Canada or in foreign markets. 


opportunities or wellhead prices now accrue to Canadian residents to a larger 
extent than previously. Naturally, any expected profits from higher wellhead 
prices and higher export sales were already reflected in the prices that 


PetroCanada had to pay for Pacific Petroleums and its other properties. 


* Except for the electricity generated from the few larae privately-owned 
hydro installations and exported in the form of processed aluminium or some 
other electricity-intensive product. About 12% of Canadian electricity 
production in 1978 was generated by industrial firms, chiefly for their 


own use. 


Having briefly listed some of the key issues in exports of electricity 
and natural gas, and made contrasts between the two fuels, I can now 
proceed to more detailed analysis on a separate basis. The natural gas 
section will be much the longer of the two, because there are many more 
open policy issues, because the size of the actual and potential export 
trade is much larger, and because enone are many more conflicting interests 


in play. 


2. Natural Gas Exports: Selling the Farm or Saving the Bacon? 


2.1: Historical Background 

Natural gas exports, pipelines, and export proposals have been key 
issues in Canadian energy policy since before there were any federal 
policies or institutions to implement them. The Federal Liberal government 
was defeated in 1956 on the basis of the methods they were using to obtain 
passage of bills providing federal financial support for the TransCanada 
Pipeline, and the Borden Royal Commission was established, in 
October 1957, by the new Conservative government to recommend on eneray 
export policy, to recommend on the regulation of pipeline tariffs, to study 
the potential role for a National Eneray Board, and to study some features 
of the financing and operation of TransCanada Pipelines. 

The Royal Commission's First Report (1958) recommended that ".... the . 
export from Canada of natural gas, which may from time to time be surplus 
to the reasonably foreseeable requirements of Canada, be permitted under 
licence." (p.1). aext also concluded that "Due to accepted principles of 
pipeline financing and possible delays in construction, it appears to be 


necessary to grant export licences for a period somewhat longer than 


nal ae 


20 years." The Commission also heard evidence that Westcoast Transmission 
had contracts to sell gas to B.C. Electric (to service the lower mainland 
of B.C.) at 32¢/mcf while exporting gas to the U.S. at 22¢/mcf. This, the 
Commission heard, meant that "the operatina profits of Westcoast were 
coming solely from the Canadian consumer and no profit was being made by 
Westcoast in carrying out the terms of its contract with Pacific Northwest" 
(p.23). Hence the Commission concluded that “the export contract should 
contain fair and reasonable provisions for price adjustments durina the term 
of the contract, so that the exporter, and in Sie the. gas producers, will 
participate in any benefits accruing from general price increases occurina 
in the export markets." No concern was raised about the possible distribution 
of these higher wellhead values between resident and non-residents, or between 
the producing companies and the Crown. | 

In the light of the Commission's espousal of the principle of long-term 
gas export contracts, and the National Energy Board's subsequent SPS REO RE 
and application of this feature, it became especially important to foresee 
far-future demands for Canadian gas consumption. Thus the Commission 
prepared estimates of ean natural gas demand and likely discoveries 
through the 1980's. The Borden Commission underestimated substantially the 


speed of the expansion of the Canadian market until the mid-1970's, probably 


* This is in contrast with the recommendation on crude oil, that "the 

export from Canada of crude oil be permitted under annual licence" (p.26). 
Since both exports are carried by pipeline, the difference in conclusion 

must have hinged on the greater role of exports in natural gas production. 
However, if the reason for cutting gas exports were to service domestic 
markets, shorter-term export contracts should not have adversely affected the 


ability to finance at least the main Canadian components of the pipeline systen. 


aan 


because they did not pay sufficient importance to the method by which pipeline 
tariffs are set. This conventional method charges each year's user straight- 
line depreciation (on an historical cost basis) plus a rate of return on the 
remaining rate base. This method produces a tariff which is highest in 

real terms at the beginning of the pipeline's life and declines thereafter. 
Thus it was that Westcoast contracted to sell gas to B.C. Electric at 

32¢/mcf in 1958 and was selling gas * B.C. Hydro at 29¢/mcf in early 1974. 
This "front-end loading" may make financing easier to obtain, but it tends 

to increase the insistence of an export buyer on long'‘term contracts for 

gas exports using new facilities, as no one likes to pay more than his share 
of costs in early years and then be denied access to the facilities during 
their under-priced later years. The conventional tariff formula was 

applied to all the main transmission and distribution utilities in Canada, 
which were mostly put into service in the late 1950's, and produced burner- 
tip gas prices that declined significantly, relatively to things in 

general and to other forms of energy, between 1958 and 1973. This helped 

to produce a more rapid penetration of natural gas than was foreseen by 

the Borden Commission. 

In the following 13 years, the National Energy Board was established (in 
1960) according to the Borden Commission's recommendations and proceeded to 
issue gas export licences, on a case-by-case basis. By the end of 1971, total 
export sales had cumulated to almost 6 trillion cubic feet (tcf) and future 
export commitments (on contracts expiring mainly in the late 1980's) were 
approximately 17 tcf. The latter total was reached when big new export 
approvals in 1970 added more than 6 tcf to existing export commitments, 
helping to set the stage for the mid-1970's period when there was a widely- 


shared industry and government perception that domestic demand and committed 
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exports had already exceeded, or would soon exceed, the available supply 
from non-frontier sources. 

The mid-1970's rearet and recriminations about past export commitments 
had several causes and several aspects. I have analyzed the events else- 
where in some detail, so only a brief summary need be given here. In the 
simplest terms, the low prices of the early 1970's led to fast demand 
growth and a slackening pace of new supply additions. When world oi] 
prices shot up in 1973-74, and there was a scramble for the current and 
potential windfall gains on low-cost natural gas deposits, it became 
apparent to many producers that it was more profitable to keep reserves in 
the ground aie to invest in facilities that would permit faster production. 
This genuine element of supplier reticence was increased by uncertainty 
about the tax and royalty structure, by the continuing efforts of Trans- 
Canada Pipelines to use its monopsonist position to hold down wellhead 
prices in Alberta, and by physical deliverability problems in two major 
B.C. fields. These conditions of tightening short-term supply were 
exaggerated by those who were anxious to show Canadian need for Mackenzie 
Delta gas, or to make use of a perceived shortage as a lever to establish 


a more favourable tax and royalty climate. 


* See Helliwel] (1975) for an analysis of the N.E.B.'s crucial 1974-75 qas 
supply and demand hearings, Helliwel] (1977) for further evidence on the 
links between the domestic supply and demand situations and the frontier 
development proposals, and Helliwell (1979, pp. 199-206) for a retrospective 
survey. Kierans (1974) recounts the arguments used in cabinet when the 

1970 expansion of exports was approved. Very similar arguments have been 


made during the current N.E.B. hearings. 
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In this artificial climate of natural gas shortage, there were many 
recriminations against the N.E.B. for accepting so many new lona-term export 
commitments in 1970. There were also complaints, less widely heard, that 
the N.E.B. acted far to slowly in raising the natural gas export prices to 
match the value of new sources of competing fuels in export markets. In the 
event, the initiative on export prices came from the governments of British 


Columbia and Alberta. ~* 


The established industry and N.E.B. view of shortage lasted as long as 
there were active Mackenzie Valley Pipeline proposals dependent on the 
proponents’ ability to show such a need. Even as late as mid-1977, despite 
the increasing number of willing producers without markets, creating the 
so-called "gas bubble", the three main producer proponents of the 
Mackenzie Valley Pipeline were arguing: 

"... that there could be deliverability problems during 
peak demand periods as early as 1980 and an overall gas 
Supply shortfall by 1982 or 1983 .... If the discovery 
rate for new reserves fails to live up-to expectations 
Or some of the presently connected pools fail to perform 
as expected, the shortage problem will] present itself 
even earlier and in a more acute form." 

By this time some other natural gas producers were realizing that the 
Strategy of using shortage to justify a Mackenzie Valley Pipeline would 
be likely to backfire, destroying the credibility of industry projections 
and making new export permits politically impossible to obtain. From this 


point of view, the N.E.B.'s selection of the Alaska Highway Pipeline over 


the Mackenzie Valley proposals provided a partial solution, as the Alaska 


* The mechanisms used are described in Helliwel] (1979, pp.188-189). 


**From pp.5-6 of Final Argument Submitted on Behalf of Gulf Oi] Canada, 
Imperial Oi1, and Shell Canada, to the N.E.B. Northern Pipeline Hearings, 
June 1977. 
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Highway proposal did not require the use of Canadian Gas and was not 
dependent on the demonstration that frontier gas would soon be needed for 
domestic use. 

Even so, the general public has probably reacted with a mixture of 
puzzlement and cynicism to the current batch of export applications, 
totalling over 9 tcf, which would represent, if they were all approved, 


almost a doubling of the remaining quantity of committed exports. 


Before turning to the issues surrounding these proposed export 
expansions, are there any lessons to be drawn from thé earlier experience? 
In retrospect, and in light of possible changes in circumstances, it was 
probably unnecessary and impudent to make export contracts for such long 
terms, especially when, as in 1970, the A transmission facilities 
were already in place. Second, the experience shows that some form of 
export price regulation seemed to be necessary to obtain full value for gas 
exports, at least during those periods when new high-priced contracts 
could not come into force to trigger the contract clauses that would have 
raised other prices to match. The experience with the early contracts 
between Westcoast and its export customers, and the mid-1970's buying 
practices of TransCanada’ Pipelines in Alberta, illustrate monopsony 
that can only be offset by countervailling powers at the provincial or 
national level. 

Third, the substantial swings in industry and reaulatory views about 
current and future demands, supplies, and costs of natural gas suggest 
that the arbitrary calculations used to protect future Canadian users 
contain a large subjective element. To some analysts, this is a good thing, 
as it permits constructive imagination to be used instead of expensive 


labour and capital in establishing proven reserves far in advance of the 
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required date of production. To others, the unsubstantiated sSwinas in 

opinion that supported new exports in 1970, new frontier sources for domestic 
use between 1973 and 1977, and major new exports in 1979 destroy the 
credibility not only of the formulae used to Protect future Canadian 

consumers but also of the producers and of the government agencies established 
to hear their evidence. 

Finaliy, as a prelude to considerations of the current export proposals, 
it is worth noting that the price that was deemed just and reasonable for 
Canada's natural gas exports in early 1974, (33¢/mcf) “is one-tenth of the 
export price in effect Since August 11th, 1979 ($2.80 U.S./mcf, equivalent 
to $3.30 Can if $.85 U.S. = $1.00 Can). Even after an allowance is made for 
general inflation, whether measured by the Consumer Price Index, the GNP 
deflator, or the price of Canada's imports (including imported 011), the 
real rate of increase in the gas export price has been more than 35% per 
year, compounded annually. If the gas exported in 1972 and 1973 alone, 
under just the new licences issued in 1970, vere sold at today's prices 
rather than the actual prices it would be worth almost $3 billion instead of 
the less than $300 million actually obtained. In the dazzling clarity, of 
hindsight, that gas would have much better been left in the ground. If one 
thinks of the value of the gas in terms of btr equivalence with Canadian 
light crude exports today's prices of about $30 Can per barrel,” the export 


value of the gas sold at 33¢/mcf should now be $5/mcf. 


* This was the export price of Canadian light crudes in August, 1979, com- 
prising a wellhead price of $13.75, an export levy of $15 per barrel, and 


transport charges of about $1.25/barre). 
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2.2: The 1979 Export Proposals 
In July and August of 1979, the N.E.B. held export hearings involving 
a variety of new export proposals, almost .8 tcf per year, an expansion of 
about &0% on the current flow of approved exports. The total amount of 
gas covered by the applications is about 9 tcf,” to be compared with end-1979 


export commitments of about 10 tcf on existing export contracts. 


By far the biggest application is by Pan-Alberta Gas, to export 
.38 tcf/year for up to 15 years, with firm approval requested for the first 


five years and conditional approval requested for tieerest hp therspint 


* The exact size of the proposals is difficult to measure, as some of the 
applications have been partially amended during the course of the hearings 
and the total of requested annual export flows is in some cases qreater than 
the total term volume of exports for which approval is requested. The 
requested annual fiows between 1980 and 1995 total 10.2 tcf, of which 5.6 tcf 
is the Pan-Alberta prebuild proposal, .77 is the ProGas export proposal, 

.65 tcf is near-term licence extensions (by Westcoast and TransCanada) from 
1980 to 1985, 2.2 tcf is far-term licence extensions (chiefly by Westcoast 
and by Alberta and Southérn) between 1986 and 1995, and five smaller appli- 
cations totallingabout 1.0 tcf. The total term volumes requested add up to 
8.8 tcf, with Pan Alberta at 4.9 tcf, Westcoast at .85 tcf (instead of 

1.6 tcf), with the rest of the applications being consistent with the 
requested annual flows. The flow totals are now greatest because Pan 
Alberta has lengthened its request from 13 to 15 years, and Westcoast's 

flow data are larger because of a further two year extension and because 
there is almost .25 tcf of accumulated delivery shortfall under the existing 


export licence. 
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between conditional and unconditional export approvals reflects the new 
N.E.B. export policy laid out in the February 1979 gas report. The export 


approvals at the beginning of the decade were for long fixed terms, and 


depended on the existence of adequate reserves under contract to cover the 
export contract plus the applicant's ability to show that total Canadian 
Proven reserves sufficient to cover all export commitments plus 25 times 
estimated Canadian demand 4 years ahead. The new policy differs from 
the old in significant respects. First, there is now explicit account 
taken of expected future deliverability, by means of two types of test. 
The current deliverability test requires that production from existing 
established reserves be adequate to cover forecast domestic demand plus 
authorized exports for a minimum of five years into the future. The 
future deliverability test requires that expected deliverability extend 
to 10 years or more, but allows estimated future reserve additions to be 
used when forecasting deliverability. Finally, there is a straight 
reserves test, requiring established reserves to equal 25 times the 
current level of Canadian demand plus authorized exports. 

If the reserves test plus both deliverability tests can be passed on 
the basis only of currently established reserves, then the N.E.B. may issue 
a firm export licence. To the extent that future reserve additions are 
relied upon when meeting the future deliverability test, the N.E.B. will 
provide a conditional approval that can subsequently be rescinded or 
reduced if actual domestic demand growth is higher than forecast or if 
actual reserve additions are smaller than forecast. 

The net effect of the changes in N.E.B. export criteria is to reduce 
the amount of reserves that have to be in established form while decreasing 
substantially the likely term of firm export contracts. This should have 


the effect of reducing the waste involved in establishing well-head 


acy 


production capacity long before production is required, and of decreasing 
the risk that supply or demand surprises (or self-serving forecasts) could 


cause supply shortages for Canadian gas users. 


Without restricting its own subsequent freedom of judgement or the 
pending export applications, the N.E.B. gas report of February 1979 
included example calculations that suggested about 2 tcf would be available, 
under its new tests, for new export applications spreading over 5 to 8 
years. However, since that time the Alberta Eneray Resources Conservation 
Board (A.E.R.C.B.) has lowered its own period for Alberta production from 30 
to 25 years, thus increasing the N.£.B.'s probable estimate of surplus, because 
the N.E.B. calculations take account of amounts reserved by Alberta for its own 
requirements.” In addition, most of the producers and the A-E.R.C.B. have 
increased their estimates of reserve additions and deliverability, and 
the N.E.B. is likely to follow suit. Thus it would not be surprising 
if the N.E.B. now were to conclude that there were 4 to 5 tcf of reserves 
available for export permits with perhaps half of that.on.a firm.basis. 

Because it is unlikely that the N.E.B. will alter its new tests 
before they have been applied, and because there are limits to how much 
"new" evidence can be said to have come available in a six-month period, 


the Board is unlikely to approve much more than half of the additional 


export volumes requested. The key issue is how the Board will or should 


* British Columbia, the other main gas-producing province, has no formal 
procedure for protecting its own requirements, although the government 

does sometimes appear in the N.E.B. hearings. In the current hearings, the 
B.C. government is supporting Westcoast Transmissions bid to have its 


export authorization raised by 8% to about .3 tcf/year, and extended to 1995. 
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deal with the request to dedicate 5 tcf or more of Canadian gas to support 
the prebuilding of the southern legs of the Alaska Highway system. Some 
participants at the hearing have argued that the term of the Pan-Alberta 
permit be limited to 5 years (and hence the pre-build export total to 

1.9 tcf) lest the U.S. customers be tempted to defer building the rest of 
the line to Alaska. Pan-Alberta, on the other hand, argues that a longer 
term is required to insure the finaners of the southern legs against the 
possibility that the Alaska gas is never connected for delivery. A third 
view is represented by a rival group of gas producers” arguing that the 
use of Canadian gas to support pre-building of the Alaska Highway pipeline 
simply benefits the Alaskan producers (and eventual U.S. consumers of 
Alaskan gas) at the expense of Alberta producers. This cross-subsidy 
arises from the conventional tariff formula that overcharges early 
relative to later users of a pipeline system, and hence inclines short- 
term exporters to hitch a ride on existing pipelines rather than be the 
first users of a new facility. 

No discussion of the export possibilities would be complete without 
some discussion of demand conditions. From a national point of view, the 
setting of export quantities and export prices cannot be done independently, 
although the present procedures split the two elements in a way that hides 
the essential interpedendence of prices and quantities. The current 


procedure is to set export maxima in the first instance, with prices then 


* Tne ProGas consortium, represented, ironically enough, by the ex-president 
of Canadian Arctic Gas Pipeline Ltd. (C.A.G.P.L.) which lost its bid for a 
Mackenzie Valley pipeline partly through its inability to argue convincinaly 


that frontier gas was needed urgently to meet Canadian demands. 
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subsequently set, at least in principle, so that the purchasers are 
indifferent between the imported gas and their next best alternatives. In 
the past, the N.E.B. tended to keep export prices low enough that there 
was stil] excess demand at the permitted export maxima. The current 
export price of $2.80 U.S. and the likely end-of-year price of $3.39 U.S. 
are 65% and 75% of the btu-equivalent prices of Canadian light crude exports 
to the United States.” ? | 

Although the Canadian natural gas export price is, and is likely to remain, 
below the btu-equivalent price of U.S. 011 imports, both prices have risen 
dramatically in the past year or two, in a way that is likely to spawn new 
eneray-conserving efforts, accompanied in all likelinood by a slackening in 
U.S. GNP growth. In addition, U.S. natural gas prices are being progressively 
deregulated, thus reducing the extent to which U.S. users can be cushioned 
from the high costs of imported gas by having its cost "rolled-in" with 
the soosts ToHGu ss Vegas SARICoF this will increase domestic U.S. supplies 
of natural. gas, and decrease U.S. demands. owen in this post-Iran 
period of world oi] uncertainty, Pensinkeiy thet UlS. policy, [tke 
Canadian policy, will encourage the use of U.S. (or Canadian) gas instead 


of imported oi]. In the meantime, however, there is some uncertainty about 


* In Canada, the Toronto city-gate price of natural gas is about 85% of 
the btu-equivalent price of Canadian crude oil delivered to Toronto. Past 
federal policy has been to remove this price preference for natural gas, 
but increasing domestic gas supplies and tighter world oil markets are 
likely to tilt this policy towards maintaining the discount, and even 
deepening it in markets where Canadian gas might be substituted for 


imported oil. 
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the potential export demand for Canadian gas. One export applicant, albeit 
a small one, withdrew his application in the liaht of demand uncertainty, 
and the main U.S. purchaser of B.C. gas, who was relieved of the contract's 
"take-on pay" provisions when there were shortfalls in B.C. deliveries, has 
been using B.C. gas for winter peaks and taking far less than the permitted 
amounts during the summer months. From the Canadian point of view, it 

is important to choose the combination of export quantities and prices 

that is consistent with the realities of the export market and maximizes 

the present value of net Canadian benefits from the export sale. The 
various cost/benefit studies submitted by participants to the 1979 gas 
export hearings do not fully account for demand conditions, presumably 
relying on the assumption that the combination of export price and permitted 
exports will be such that there is an excess demand for gas exports. But 
from the national! point of view this is not the right way to approach 

export policy, as under excess demand conditions a higher export price would 
unequivocally increase net Canadian benefits. 

Given the uncertainty about the feasible combination of export prices 
and volumes that would be consistent both with U.S. demand conditions and 
with assured future supply for Canadian users, it is difficult to estimate 
the revenue possibilities from export sales. Nevertheless, some example 
calculations may be useful to give some impression of the magnitude of the 
export proposals. If the N.E.B. were to approve .5 tcf/year for five years, 
and if the gas were priced at $3.90/mcf (equal to the proposed end-of-year 
price of $3.30 U.S. at $.85 US = $1 Can), the annual addition to export 
revenues would be almost $2 billion, equivalent to almost 1% of GNP, or 
one-third of Canada's likely current account deficit for 1979. At the 
btu-equivalent price of $5/mcf, .5 tcf/year would produce $2.5 billion 


per year in export revenues, and the pre-build export volumes alone would 
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Produce almost $2 billion per year. This would not be the whole of the 
direct effect on the current account, however, as a substantial portion 
of the revenues would flow back to the credit of the foreign shareholders 
of the gas-producing firms, on either a current or deferred basis. 

In any event, the proposed export sales are large enough, and 
potentially lumpy enough, to have a major impact not only on the measured 
current account deficit, but also on Thay ae rate expectations, the 
current value of the exchange rate, and on the prices and profits of 
importers, import-competitors, and other exporters. I’ shall return briefly 
to this issue after discussion of alternative uses for the gas, and of the 


likely costs and quantities of future gas supplies. 


2.3: Alternative Domestic Uses 

One of the emerging issues in current Canadian energy policy is the 
best method of insulating Canada from some of the current price and 
availability uncertainties of the world oil market. In the absence of 


these uncertainties, which have in most perceptions grown over the past 


* The links between the profits of foreign-owned firms and the current account 
of the balance of payments are complicated in two ways. The Canadian statistics 
(unlike the Australian and U.S. figures) include only dividends to foreigners 

in the service imports, while it would be more accurate to include all profits 
accruing to foreigners as an import of services with reinvested earnings 

shown as a capital inflow. Second, the very large tax incentives offered 

for re-investment of oil and gas profits mean that book profits and current 
federal tax receipts are artifically low, with the Fs Soa catiaiie net assets 

in the form of new oil and gas reserves and the federal and provincial 


governments acquiring deferred tax claims. 
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year, then there would be no reason to link natural gas export policy to 
oil import policy. If both products were sold at their world prices, 

then, with some qualifications based on foreign ownership, the nature of 
the tax and royalty system, and the non-renewable nature of low-cost oi] and 
gas deposits, the maximum advantage of Canadian eneray resources would be 
obtained if surplus natural gas were exported and 01] deficits were 
covered by oil imports, if indeed that were the nature of the Canadian 
balance at world prices. 

However, it is increasingly apparent that the stability of the world 
economy over the next decade will depend importantly on its ability to 
reduce demands for OPEC oi1. Although the benefits of any one country's 
oi] import reduction, or increases in its oi] import flexibility, are 
shared among all oi] importers, even the benefits for individual countries 
from their own actions may be great enough to justify some investment in 
flexibility of supply and demand, even without the assurance of 
corresponding investments by other oi] importing countries. The rises in 
oi] ee over the past year, and their continuing unpredictability, have 
increased the return on energy conservation, energy production from 
alternate sources, and the extension of distribution systems for alternate 
fuel sources. Hence it is necessary to reassess the various proposals for 
using additional natural gas in Canada before approval is given to any 
export commitments that might jeopardize preferred Canadian uses. I shall 
consider four principal types of incremental Canadian use, alono with their 
implications for oi] imports and natural gas exports. 

2.3.1: Natural Gas to Eastern Quebec and the Maritimes 

There are two main schemes in play, the Q & M pipeline proposed by 

Alberta Gas Trunk Line and the TransCanada Pipelines plan to extend gas 


service eastward to Quebec City and the eastern townships, to build 
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distribution systems in some Maritime cities, initially fuelled by propane, 
with the option of later filling in the intervening transmission line if 
warranted by either eastward or westward flows. The. Q & M proposal is 
essentially predicated on eastward flows of Alberta gas, with successively 
smaller transmission lines as the system approaches its Maritimes terminus. 
The TransCanada proposal is more focussed on the possibilities of production 
from natural gas deposits now being explored in the Sable Island area, 
and hence would imply transmission line sizes as suited to westward as to 
eastward flows between Quebec and the Maritimes. The major multinational 
gas producers with long purses and substantially connected deposits are 
sceptical, especially of the Q & M proposal, because the likely Maritimes 
volumes are not large enough to support a transmission system without a 
large explict or implicit subsidy from either producers or governments. 
Unconnected producers, especially the smaller firms with more drilling 
prospects than borrowing power, are much more prepared to take on the 
incremental sales at a discount eat especially if (as suggested by 
Robert Blair of A.G.T.L.) the cost of the discount is shared among al] 
producers by raising the Seite tariff levied on all Alberta gas sold in 
all markets in Ontario and Eastward. 

From a logistical point of view, the TransCanada proposal has more 
flexibility, and proceeds by stages, each of which provides more information 


about the costs and benefits of the succeeding states. 


* The idea of using an attenuated or stretched-out project as a way of 
learning-by-doing has been advocated recently by Scott and Campbel] (1979). 
Their analysis relates chiefly to the choice between attentuation and post- 
ponement of ways of mitigating the environmental and social impacts of large- 


scale resource projects in frontier areas, but is equally applicable to 
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In any event, the earmarking of adequate Western Canadian reserves to 
serve the Eastern Canadian and Maritimes market is almost surely a prudent 
move for the N.E.B. Even despite the possibilities that the project will 
or should not proceed on the scale envisaged by Q &M, and that sufficient 
gas should be discovered in the Sable Island area, the amount required to 
assure supply is substantial enough (estimated by the N.E.B. to reach 
160 bcef/year by 1995) that several tcf would have to be notionally put 
aside to cover these possibilities. It has been calculated that a subsidy 
of about 60¢/mcf (1979) prices) would be peered to make natural gas 
sufficiently competitive with oi] products to attain the market share 
for natural gas forecast by the N.E.B. How do the economics of this 
compare with the economics of incremental exports? Assuming that the 
future real price of world oil were to remain at its present level, almost 
$30 in terms of 1979 Canadian dollars, then the btu-equivalent natural gas 
price would be $5/mcf. This sugaests that export sales would be economically 
preferable to use in Quebec and the Maritimes only if their price exceeded 
$4.40/mcf ($5 less the 60¢ subsidy required for marketing in Eastern 
Quebec and the Maritimes). There are some qualifications to be made. 
First, some of the energy sources that are alternative to natural gas in 
Quebec and the Maritimes (whether conservation, coal, residual fuel oi], 
or Quebec electricity) may have an opportunity value less than the $39/barrel 
price of world oi]. Thus the required subsidy may be greater than 30¢/mcf 
because the projected gas sales volumes may not take due account of eneray 
conservation possibilities) and the comparable export price less than 


$4.40. On the other hand, the subsidy calculation may be predicated on 


projects that can be subdivided into a sequence of stages that can be 


revised or cancelled in the light of emerging information. 
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the usual "front-end loading" of pipeline tariff charges, and hence be 
overstated, and it is probably appropriate to allow some premium for 
natural gas in terms of security of supply, and the consequential ability 
of Quebec and the Maritimes to accommodate disruptions in world oi] 
supplies. 
2.3.2: Natural Gas to Vancouver Island 

The basic idea of the proposal here is the same as for the Q &™M 
proposal. However, the logistics are such that a substantial volume of 
Sales would be needed to justify the iene transmjssion line, and 
the only substantial users of fuel oil on Vancouver Island are the six 
large pulp and paper mills. At oi17 and gas prices far below world prices, 
even at current Canadian domestic prices, it is economically worth while 
for the mills to substantially increase their use of wood wastes as "hog 
fuel" to replace fossil fuels and to cogenerate electricity. At world oi] 
Prices, even forest residuals become worth gathering to supplement normal 
mill supplies of wood wastes. Given that the Vancouver Island pulp and 
paper mills should not, and probably would not, be major users of natural 
gas even if it were available, the costs of supplying natural gas to Vancouver 
Island become very great, and the volumes so small that there is no longer 
any important link between the Vancouver Island proposal and the amount 


of aas that needs to be set aside to supply future Canadian needs. 


* It is worth noting, however, that temporary stoppages in imports of oi] 
may be more efficiently and completely insured against by stockpiling 
Alberta oi] (perhaps shipped “under bond" on a marginal transport and 
pumping cost basis when there was unused wellhead and pipeline capacity) 

in underground storage rather than by installing a natural gas pipeline that 


relies for its economic justification on continuous use. 
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2.3.3: Natural Gas as a Petrochemical Feedstock 

I have analyzed elsewhere (Helliwell 1979, pp. 216-219) the rather 
shaky economics of the so-called "world-scale" petrochemical projects using 
Alberta natural gas. The key problem with these projects is that they 
take a feedstock with a high value in alternative uses, already connected 
by pipelines to secure markets, and use a great deal of capital and a small 
amount of labour to convert the gas into petrochemicals for which the world 
markets are very cyclical and frequently in heavy excess supply. Some of 
the processes, especially the conversion of natural gas to methanol, are 
best regarded as converting natural gas to a form that is more easily trans- 
ported, and perhaps more easily passed through export barriers, if not 
througn U.S. anti-dumping levies. As such, they are likely to have their 
most economical application in regions where the feedstock is far from 
market access, and has a low opportunity cost. The Middle East, where much 
natural gas is now being flared .off, provides a key example, but there are 
many other countries, ranging from New Zealand to Pakistan, that have 
discovered gas reserves far. from suitable markets and are contemplating 
gas-based petrochemical projects as a means of overcoming the high cost of 
shipping natural gas in its natural state. Within Canada, petrochemical 
developments have been responsible for almost all the net growth that has 
taken place since 1976 in industrial sales of natural gas in Canada, and 
it is hard to imagine further expansions representing the best available 
use of the well-located low-cost gas deposits in Alberta. It is possible 
to conjecture that small scale plants may eventually be used to minimally 
convert natural gas to more easily transportable products in circumstances 
where gas deposits are too small and too far from existing markets to 
merit pipeline construction. In the longer term, it is likely that the 


most profitable and secure basis for petrochemical expansion in Canada will 
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involve the use of heavy oils, coal, and oil sands as feedstocks. Petro- 
chemicals would be obtained as principal joint-, or by-products of the 
extraction and conversion of these energy forms, the Canadian supplies 

of which are hundreds of times greater than those of conventional natural 
gas. My hunch is thus that further petrochemical developments based on 
existing non-frontier natural gas depsoits are not economically strong 
competitors against the alternatives posed by export markets, other 
domestic uses, or retention for the use of future generations. 

2.3.4: Increased Use of Natural Gas in Established Market Areas 

The key mechanism exployed in this strategy is that of relative 
prices. Gas distribution utilities have long known which were the price- 
sensitive users, and have used their rate structures to keep the high- 
volume price-sensitive industrial users. During the mid-1970's, the situation 
altered somewhat in the face of escalating costs of gas supply, uncertainty 
about the extent and timing of new supplies, and the glut of heavy oil. 
The latter.glut was caused by industrial eTeidoun coupled with rigid 
refinery structures that were not capable of shifting quickly to producing 
a higher proportion of motor fuels and a smaller proportion of residual 
fuels. 

At the current time, there are some industrial users close to the margin 
between fuel oi] and natural gas, and in some regions of the country (some 
parts of British Columbia and Quebec) the ability of natural aas to capture 
new residential heating is threatened by low-priced (but not low-cost) 


electricity.” In other parts of the country, uncertainty about future oi] 


*Inland Natural Gas (1978) reports that in the part of its service area 
supplied with electricity by West Kootenay Power and Light, at a residential 


price of 1.1¢/kWh, half of the new residential construction uses electricity 
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supplies, and the continued existence of a relative price advantage of 
natural gas over furnace oi] for most residential users, has raised the 
Prospect of widespread residential conversions from oi] to natural qas. 

The farce in domestic natural gas pricing policy is to find some 
mechanism that conserves natural gas for its best uses, while recognizing 
that the concept of "best use" is relative, depending on the location and 
costs of alternative energy sources. The complete derequlation of natural 
gas prices, providing each potential producer the right to contract with 
a final user, and to obtain the services of gatherina, processing, 
transmission, and distribution on a common carrier pare! 1s one solution 
that has been advocated. The objective would be to reduce oi] use and to 
convert shut-in would-be producers into either producers or content 
investors in non-producing reserves. The mechanics of getting from here to 
there are by no means clear, given the Present institutional set-up whereby 
the gas distribution utilities sell gas and distribution services as a packaae, 
with the overall average rate of:return subject to regulation. More easy 
to envisage is the possibility that the present system of federal regulation 
of the Toronto city-gate price would lapse, to be replaced by Alberta 
determination of an Alberta border price (just as there is federal 


determination of the border price of exports from Canada), with downstream 


rather than gas for central heating. Their own average 1979 rate for resi- 
dential gas is $2.23/mcf. These two prices provide more or less equivalent 
heating bills for the residential user. If electricity were priced at its 
marginal cost in British Columbia, more than 2.5¢/kWh in terms of 1979 prices, 
and if gas were sold at its current export value (even if that is assumed to 
be $4 or more), the residential customer would have a clearer preference for 
natural gas for space heating, and both forms of eneray would be used more 


efficiently. 


utilities setting prices just as they did prior to 1974. Even more likely 
is that the federal government would, in the short term, Nrovide some 
continued discount on a btu basis, perhaps even larger than the 15% now 
applying at the Toronto city gate. . 

The key problem with using an explicit policy of price discounting for 
natural gas as a means of cutting oil use is that the primary effect is to 
increase total energy consumption, with the consumption of natural gas 
being increased far more than the consumption of crude oil] is decreased. 
The waste involved in this strategy becomes even greater if the domestic 
price is pushed significantly below the price available in export markets. 
However, as shown in Helliwell (1979, pp. 197-8), the fact that lower domestic 
prices are paid principally by Canadians, while the after-tax profits from 
higher-priced sales fall three-quarters to foreigners means that in some 
circumstances the distributional effects can more than offset the costs of 
the wasteful use, as seen from the point of view of Canadians. 

The waste from underpricing is especially great in the producing 
provinces, where gas is sold to provincial users at a price far below the 
export price. In British Columbia, for example, the wholesale price of 
$1.17/mcf is about one-third of the current export price. This leads to such 
anomalies as the use of natural gas to dry coking coal before export, even 
though the firms could apparently save money by using their own coal at 
prices above $1.60/mcf, less than half the current export orice. Similar 


waste arises in the use of natural gas to generate steam in pulp and paper 


* This reflects the fact that the export price of coking coal, per effective 
btu, is far less than that of natural gas. In addition, of course, the coal 


is already at the site. See Canadian Resourcecon (1978, p. 86). 


ay see 


mills that could and should be making greater use of their own wood wastes. 
A second problem with using discount pricing to encourage more domestic 

use is that the key competition in the industrial market comes from 
residual oil, and the result could be to worsen the current problems of 
relative excess supply of that product. 

The above discussion suggests that the market pressures of temporarily 
surplus gas, the policy goal of cutting oil use, and distributional qoals, 
are all likely to favour the use of discount prices to increase gas use 
in traditional markets. However, the overall policies’ of moving toward 
world prices, and of using eneray efficiently, are likely to restrict the 
scope of the discount (except in the possible new market areas discussed 


earlier) and hence the volume of extra qas required. 


2.4: Gas Supply and Costs 

Perhaps the most important, and certainly the most uncertain, element 
in the formation of a rational gas export policy is the cost curve for the 
discovery and production of additional services of non-frontier natural 
gas. Whether the N.E.B's deliverability and reserves tests can be passed 
depends primarily on the fairly well understood properties of established 
reserves, with some nagar cnet information required, in the case of 
conditional export approvals, about reserve additions over the following 
few years. But the decision about whether exports should be expanded at 
all, and about the reservation prices that should be set for export 
contracts, depends on the much less well understood cost conditions for 
exploration and production of natural gas, and of substitute fuels, over 
a much longer horizon. The extent to which expanded domestic use and 


additional exports should be regarded as competing uses for the available 
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quantity of uncontracted exports depends crucially on the extent to which 
exploration and production costs, in real terms, are likely to rise in the 
future. If the cost curve, measuring full cycle costs per mcf against the 
quantity of reserves discovered, is fairly flat over an extended range of 
reserve additions then there is less competition between exports and 
expanded (or future) domestic use. Curves A and C show two possibilities, 
curve A representing a view Soni ciseent with that in the N.E.B. 

February 1979 gas report, and curve C representing a view consistent with 
the view espoused by Canadian Hunter, the firm that originated the research 
and exploration drilling in the Elmworth and Wapiti fields, and elsewhere 

in the so-called "Deep Basin" of northern Alberta and British Columbia. 

The vertical line at 115 tcf shows the estimate of ultimate non-frontier 
reserves made by the N.E.B. jin 1974-75. The shaded vertical area represents 
the probability range of ultimate reserve estimates made by the N.E.B. in | 
jts February 1979 Report. Neither of the two N.E.B. reports made any 
explicit estimates of the price-responsiveness of the ultimate stock of 
economically recoverable reserves? but curve A is consistent with the 
wellhead price assumptions in the 1979 report. 

Curve B shows what happens to costs if there is an exogenous, or 
perhaps time-dependent technical advance that increases the total quantity 
of recoverable reserves for any given expenditure. What is the link 
between this kind of technical progress and the rate of development for 
export? In general, the higher the rate of such exogenous or time-dependent 
technical progress, the more it pays to defer development, so as to reduce 
the proportion of reserves developed with square wheels. Therefore, it is 
important to distinauish between technical advances that are closely 


related to scientific developments in general (or to drilling technology in 


discovery and production costs/mcf 


1978/mcf 
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other countries) and those that are always available in principle but only 
brought into use when the wellhead price gets high enough to justify the 
expense. The relevance of this point is especially great in the present 
Canadian context, where a large portion of the ultimate reserves indicated 
by curve C in Figure 1 is dependent on the application of emerging 
technologies that make it possible, at reasonable cost, to tap gas 
formations of low porosity. If these technologies are now fully available, 
and require only implementation, and if curve C or something like it is 

an accurate representation, then a fairly open export policy would have a 
low opportunity cost from the viewpoint of future Canadian gas users. If 
the tecnnology is still nascent, however, the situation becomes more 
complicated. If the technical progress required is partly of the learnina- 
by-doing type, then tne higher costs imposed by early development may be 
partially offset by the building up of expertise that may itself be 
saleable elsewhere. If the technical improvements depend on time at the 
drawing board, and in experimental situations oe home and abroad, then the 
producers and leaseholders may be better off biding their time rather than 
pushing for fast development of export markets. 

Wnat is the evidence to support or discount the type of cost curve 
shown by curve C in Figure 1? In its support are the impressive drilling 
results and land price bids that the Deep Basin and other promising areas 
have generated. On the other hand, the data for drilling effort and 
results between 1950 and 1975 may be interpreted in a much more pessimistic 
light. In a recent study of oil and gas finding costs, Russel] Uhler (1979) 
estimated reserve discovery equations where the amount discovered depends 
on the quantities of exploratory inputs and on linear and quadratic terms 
containing the cumulated stock of reserves. The effect of his quadratic 


specification, when applied to total Alberta data, is to give the cost 
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curve (using reserve discoveries cumulated to 1995) shown in Fiqure 2. 
The implied ultimate stock of reserves, at any cost, is well below either 
the N.E.B. 1979 or the A.E.R.C.B. estimates of the ultimate stock of 
economically recoverable gas reserves in Alberta, and much farther below 
the Alberta estimates implied by the Canadian Hunter curve C in Figure 1. 
Unler tried including a wellhead price directly in his equation, but 
found no significant effect during his estimation period, which ended in 
1975. Extending his data period would progressively change his results, 
because the type of reserve additions implied by the Canadian Hunter cost 
estimates have begun to show up as annual reserve additions of 5 to 
6 tcf/year in the late 1970's. Similar potential future additions must 
also exist in the expectations of those firms now paying record prices in almost 
every B.C. and Alberta sale of drilling rights. The drilling statistics 
results are clearly demonstrating some price responsiveness of reserve 
adaitions. The key question, from the point of view of export policy, is 
how long the higher rate of reserve additions wil] be maintained. Is the 
shelf of newly-economic reserves being converted quickly to proven reserves, 
Or have we seen only the tip of the iceberg? 

Perhaps it would be useful to provide an interpretation of the logic 
that lies behind the price-elastic cost curve for ultimate reserves. 
Curve 1 in Figure 3 shows a commonly hypotnesized lognormal distribution 
of pool sizes against frequency. The frequency shows the number of pools 
of any given size that are worth developing under given technology and 
prices. The vertical line near the left-hand side of the distribution is 
a truncation line marking the minimum pool size that it is worth developing 
under the given technology and prices. It is quite commonly understood 


that an increase in the wellhead price will cause a leftward shift in the 
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FIGURE 2: Alternative Views of Alberta Gas Reserves Recoverable at 


Different Costs 


Notes: The costs used in the Uhler equation are finding costs, including 


land costs. To be fully consistent with the notion of economic costs, 
land costs should be excluded (because they depend principally on 

the surplus of expected wellhead onices over costs, and not on 
alternative uses of the land) and production and processing costs 
Should be included. If the former effect should exceed the latter, 
then Curve 1 should be shifted down, and vice versa. The curve is so 
steep in any case that Curve 1 is obtained by using Uhler's estimated 
equation 4.7 to forecast discoveries between 1976 and 1995 under 
alternative levels (and hence total costs) of exploratory inputs. 
Curve la is obtained by refitting his equation 4.7 to historical 


data revised to provide some rough accounting for reserve data not 
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otherwise allocated to discovery wells. A more refined revision 
of his data is likely to produce a curve partway between Curves | 
and la. At a marginal finding cost of $4 per mcf, his estimates 
of ultimate Alberta recoverable resources are 89 tcf using 


Curve 1 and 97 tcf using Curve la. 
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FIGURE 3: Frequency of Economically Recoverable Gas Pools Under 
Different Price and Cost Conditions. 


Notes: Tl marks the smallest pool size that is worth developing at given 
initial wellhead prices, costs, and technology. When wellhead 
prices rise, pr nere are cost-reducing technological improvements, 
the entire distribution of pool sizes shifts up, as shown by 
Curve 2, and the truncation line shifts left to include smaller 
pool sizes. The shaded area shows all the pools that have become 
potential reserves under the presumed improvement in the relation 


between wellhead prices and extraction costs. 
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truncation line as it becomes worth while dealing with smaller pools. 
However, it is implicit in the optimistic position about future supply 
that the effects of shifting the truncation line on the given distribution 
are likely to be much smaller than those following from an upward shift in 
the whole distribution as there are more pools of all sizes that are worth 
developing. Nor is there any reason to suppose that the properly defined 
distribution of frequency of pool sizes is lognormal either before or 
after the price-determined shift, as the sources of the additional gas are 
various - deeper formations, less porous formations, more complicated 
formations, sour gas, and so on - and each of the incremental sources of 
gas will have its own distribution of pool sizes that become economic at 
any given price. 

What should be concluded from this survey of the uncertainty 
reitaacanehiebetic costs and quantities of future reserve additions of 
haturah:Gas@7 sh trseseiters clearethatstne substantial difference in 
estimates of ultimate reserves recoverable at farious costs reflects not 
just the difference of viewpoint between would-be conservers and would-be 
producers for export sale, but also genuine lack of information about the size 


and number of gas deposits that are likely to be worth develonina at the 


* In addition, the size of any given pool, whether or not it is worth 

developing at all at a given price, is likely to become larger at hicher 
prices. This is because the pool size is in terms of initial marketable 
reserves, equal to initial reserves in place times a recovery factor. 

Higher wellhead prices increase the range of economically advantageous recovery 
techniques, and hence raise the likely recovery rate. This impact is 

generally much more important for oi] than for gas, as gas recovery rates are 


typically above .7 for gas even at low wellhead prices. 


3336) - 


higher wellhead values of this or subsequent decades. Coupled with this 
is a substantial, eaeneugh probably lesser, uncertainty about the form and 
extent of technical progress that could lower the real costs of developing 
some of the more difficult formations, especially those of low porosity. 
Second, the uncertainty about the extent and cost of future reserve 
additions suggests an export policy that is flexible, has a high 
reservation price, and is deliberately conservative about future prospects 
so as to minimize regret and recriminations if history should unfold to 
match the Uhler equations more closely than the Canadian Hunter supply 


* 
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2.5: Analysis of Costs and Benefits 

It is possible to do standard analysis of the costs and benefits of incremental 
exports once one is prepared to adopt specific equations for energy demand, 
interfuel substitution, costs of incremental exploration and production, 
the operation of tax and royalty systems, and the behaviour of exploration 
and development firms. Also important are the assumptions used about the 
opportunity cost of investment capital, world oil prices, the rate of 
social time preference, and the possibility of terms-of-trade effects. 
In the context of the current export decisions, and the current state of 


available data and equations, the biggest uncertainties exist with respect 


*It is worth noting the link between this issue and the question of taxes 
and royalties. If the Uhler cost function is the appropriate one, then all 
the windfall gains can be taxed away without serious impacts on future 
supply. If the Canadian Hunter curve is closer to the mark, then the tax 
and royalty system must leave more on the table, at least for new aas, to 


bring forth the large quantity of potential supplies. 
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to a) the level and rate of change of future world oi] prices, b) the 
conditional demand schedule of the export markets, i.e., the quantities 
demanded (in various years) at different reservation prices for exports, 
c) the marginal value of alternative domestic uses, and d) the cost 
conditions for ree discoveries and production of natural gas and substitute 
fuels. In addition, there is a tendency for standard models, which do not 
embody adjustment costs, learning-by-doing, or payoffs to diversification 
under conditions of uncertainty, to show lumpy export Strategies to be 
preferred, with the size and timing of the lumps dependent on the expected 
rates of growth of future costs and prices, the tax, royalty and pricing 
mechanisms used to distribute the costs and benefits, and the discount rates 
used to compute the present values. 

Despite the qualifications, I hope that it will prove possible to 
use the integrated energy model developed at U.B.C. over the past several 
years to assess some of the export alternatives. If so, I snall aistribute some 
illustrative quantitative oie by the time of the conference. The key 
value of such results is to show the relative quantitative importance of the 
various uncertain factors jf etad above, and hence to help focus future 


research efforts. 
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oh Electricity Exports 


This section must be smaller than that for natural gas, as space is 
limited and so is the range of open policy issues. The provinces have 
tended to operate independently in electricity supply, beyond short-term 
grid interchanges and the long-term shipment of Churchill Falls Power 
to Quebec Hydro, and hence to Quebec and United States markets. Export 
sales tend to be of two types: short-term interchanges to deal with daily 
Or seasonal shortages and surpluses, and longer-term sales arisina when 
one of the provinces has overbuilt its system and attempts to use export 
Sales to minimize the costs of overbuilding. The issue is a sensitive one, 
because tnere is nota Single jurisdiction in Canada in which major new 
power developments do not raise a host of environmental objections. 

Such environmental issues, whether relating to nuclear power plants, 
nuclear waste disposal, uranium mining, damage to river valleys, or the 
Side effects of major transmission lines, raise a host of CCTCRY, Gistrie 
bution problems. One of the key strengths of nite developer's position has 
usually been the argument that the additional electricity is a key element 
in assuring that one's neighbours should have lights and that the motors 
of local industry should be kept turning. At this stage of the planning 
Process, export sales cannot easily be included as port of the purpose 

of the project, unless the costing of and compensation for environmental 


degradation were carried much further,and were more widely accepted as a 


* To illustrate how separately the provinces plan their electricity systems, 
a recent U.S./Canada study (1979) on electricity exchanges notes (p. 23) 
that for most Canadian provinces the transfer transmission potential with 


the United States is greater than that with its neighbouring provinces. 
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solution, than is now the case. For a variety of reasons, many electric 
utilities have overbuilt their a are in the past decade, despite the 
project slowdowns caused by environmental concerns and financial stringency. 
Some have then used export sales and sales-increasing (rather than cost- 
minimizing) rate structures to cut the gap between peak demands and system 
capacity. . 

The main provinces with electricity exports have been Quebec, Ontario, 
and British Columbia. In the case of Quebec, the main export in the past 
has been of Churchill Falls power, and in the future is likely to be of James 
Bay power, which is almost certain to increase Quebec generating capacity 
faster than demand could grow under almost any pricing policy. In the 
case of Ontario, the main exports have been of power generated using U.S. 
coal. The policy Pei that arose in the N.E.B. hearings about the Ontario 
export had to do with whether Ontario Hydro had made due allowance for the 
pollution consequences of importing coal and exporting SlACTVICiLy ae Expo 
applications of that type are most unlikely to concern long-term exports, 
given the costs of moving coal and electricity, and the environmental 
perversity of generating power in one large urban area in order to send it 
off hundreds of miles to other urban areas. 

In British Columbia, exports tend to arise either from unusual water 
conditions that exceed usuable storage capacity or, as in the past two years, 
because the system has been overbuilt because of overestimates of demand 


growth. 


* The extent of the exports is documented in Ontario Hydro (1976), in which 
the utility spells out its export policy, and its request for permission to 


increase its permitted exports by a factor of three between 1976 and 1985. 
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One puzzle is that electricity trade between Canada and the United 
States, while justified mainly by using system interconnections to share 
peak loads, has become much more southbound than northbound. 

Over the latter half of the 1960's, electricity exchanges between 
Canada and the United States were more or less in balance, while between 
1972 and 1977 annual Canadian exports have ranced between three and eight 
times the level of imports from the United States, with the level of imports 
remaining roughly what it was in the Preceding years. This pattern of net 
exports is likely to continue over tne next decade, as-the winter-peaking 
Canadian utilities forecast that they will have Proportionate winter reserve 
margins about as large as their U.S. neighbours, while having summer reserve 
margins roughly twice as large as in the United States. The Canadian 
utilities are planning to increase the existing 8,000 megawatts of trans- 
mission lines to the United States by adding almost 5,000 megawatts by 1935, 
an increase of more than 60%. 

One interpretation of the eee southbound flow might be that the 
Canadian utilities have been more effective in guaranteeing security of supply 
to their own users, and as ete have more often had Spare capacity 
to share with their more restricted U.S. counterparts. Another might be 
that wasteful overbuilding has been more Prevalent in Canada than in the 
United States. A third Possibility, more applicable to the jurisdictions 
with mainly hydro Capacity. 1S that establishing any given level of Supply 
security in a rainfall-dependent system inevitably requires a higher average 
degree of underutilized capacity, and hence a higher average Capacity to 


make export sales. 


* See U.S./Canada (1979), Pp. 14 for the past electricity flows, P.' S2ar for 
the projected winter and summer reserve margins between 1978 and 1987, and 


p.38 for the expansion Plans for the international transmission lines. 
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A fourth possibility is that the prices obtained from the Canadian 
export sales have been relatively low, thus encouraging the U.S. utilities 
to draw increasingly on lower-cost Canadian sources rather than their own 
marginal thermal units, whose fyel costs have been rising rapidly. The 
recent joint U.S./Canada study group, comprising representatives of U.S. 
and Canadian utilities, and of regulators in both countries, noted (p. 99): 
"In regard to the National Energy Board pricing rule which requires that 
the price of an export be not materially less than that of the least cost 
alternative in the United States, it should be noted that the Board has 
always exercised a great deal of discretion in applying this rule and 
given recognition to the necessity of providing a sufficient financial 
incentive to the purchaser in the light of any large capital outlays on 
transmission facilities which may be involved." 

Tne combination of a growing volume of net electricity exports, the plans 
for substantial increases in international transmission capacity, and an 
export pricing policy apbaventiysdesicied to support those investments in 
transmission lines, suggests to me that electricity exports are likely to 
raise more policy issues fn ene 1980's than they have so far done in the 
19700S., 

A final question, to which I have nothing to contribute, is whether 
the greater export orientation of the natural gas industry, relative to 
the electricity industry, is based on differences between the U.S./Canadian 
cost and demand conditions in the two industries. Alternatively, could 
it have more to do with the fact that the main leadership and activity in 
the oil and gas industry has come from U.S.-controlled firms, while 
electricity supply has been long in the charge of provincially owned firms? 
At the very least, the fact that the main electrical utilities are 


Provincial Crown corporations in all provinces but Alberta has Probably 
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meant that the N.E.B. has continued to take a more hands-off attitude about 
the prices and qualities of electricity exports than they have been able 


to do, at least since 1974, in the case of natural gas exports. 
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4. Conclusion 

In this paper I have dealt at some length with the issues raised by 
past and possible future exports of natural gas and, to a much lesser 
extent, of electricity. In the case of natural gas exports, past experiences 
and current uncertainty about the size and cost of future discoveries both 
suggest a combination of caution and flexibility in dealing with new export 
proposals. Thus any commitment to export gas enrsuch the pre-built southern 
portions of the Alaska Highway system should be restricted to the minimum 
period. This would make it clear that the Canadian gas is not expected to 
be a long-term substitute for the Alaska gas, and that Canada is able to 
provide no assurances that the exports will continue if the Alaskan seament 
should not be built. If the Alaska Highway pipeline is not privately 
financable on that basis, with or without U.S. government support, then 
Canadians would be better off without the project, and with a longer and 
smoother flow of exports making use of marginally expanded existing facilities. 
Other export approvals should also be on a short-term basis, or could involve 
some conditional extensions of licences due to expire soon. Any extensions, 
whether conditional or not, that go more than five or six years into the 
future involve some loss.of planning flexibility against which there is no 
foreseeable gain. Facilities expansion predicated on export expansion would 
therefore be kept to a minimum, thus increasing the marginal return on the 
export sales. A final advantage of the cautious approach to new exports is 
that it would increase the chance that the permitted volume of exports 
could in fact be sold at a price high enough to exceed a reservation price 
based on more valuable future domestic needs or future export sales. 

By contrast, the ownership and planning structure of the electricity 


supply industry is such that there is much less likely to be any major 
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export-oriented expansion of capacity. Thus the major policy issues 

relate to the efficiency of their investment, pricing, and distribution 
decisions, and to the prices of their export sales, and do not involve 
quite such difficult trade-offs between current export sales and future 


domestic use. 
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I. Introduction* 

With the recent resurgence in the upward spiralling of world energy 
prices Canada now finds itself with a domestic energy price that is more 
than $10 per barrel below the world level. Moreover, given a world price 
in terms of Canadian dollars of slightly over $25 per barrel and a reasonable 
erreetet ian that the world price will escalate in line with general inflation 
rates, this implies that the typical $2 per barrel per year increase in 
domestic prices will in all likelihood result in a widening gap between the 
Canadian and world price for energy. Hemce pressures are intensifying for 
more rapid domestic price increases and the battle lines between the producing 
and consuming provinces are quickly being drawn. 

There are, in principle, three separate issues in this controversy. 
The first relates to allocative efficiency. At what level should we price 
domestic energy? Here the edge would seem to go towards moving the Canadian 
price to world levels, at least for oil. This would curtail demand for energy, 
increase the supply of oil and gas and in general enhance our ability now and 
in the future of satisfying domestically our overall energy requirements. The 
second issue relates to distributional equity and is perhaps the most delicate 
of all. Who should get the energy rents? A move to world prices would increase 
energy revenues by some $10 billion (assuming current consumption levels). 
How much of this should go to the industry, how much to government (and which 
governments) and how much should be returned to consuming Canadians--these are 
the energy rent issues. Finally, there is the stabilization issue. What 
effect will rising energy prices have on income, employment, inflation, 
regional disparities, etc.? 

While separable in principle, these issues in practice tend of necessity 


to be intricately interwoven and contribute to the inherent complexity of 


uy 


the current energy debate in Canada. As if this area is not sufficiently 
intractable of its own accord, there is yet another consideration--equalization 
payments--that further complicates the policy discussion. The purpose of 

this paper is to focus on the interaction between equalization payments and 
energy. Ideally, one would like to be able to take energy policy as a "given" 
for purposes of evaluating its impact on the system of equalization payments. 
Reality is different, however. Furthermore, it is also the case that equaliza- 
tion payments have in the recent past had a major influence on energy policy 

so that the interaction flows in both directions. This being the case, it is 
not feasible to conduct an analysis of the role and magnitude of equalization 
payments without on occasion venturing into the domain of the allocative, 
distributive and stabilization implications of alternative energy policy scenarios. 
Wherever possible, however, I shall respect the confines of this paper and 


shy away from commenting on these larger issues. 


In order to provide some perspective on the role of equalization payments 
in the current policy debate it is necessary to present background information both 
on the operations of the equalization payments system itself and on its interaction 
with the energy sector over the recent past. This is the focus of sections 
Il and II of the paper. Section IV reviews the changes in the equalization 
formula that followed in the wake of the quadrupling of energy prices in 
1973/74. Attention will be directed to the amendments in 1974 as well as 
those which were part of the 1977 Fiscal Arrangements Act and, more recently, 
that were incorporated in Bill C-26. Section V presents an historical 
perspective on the role that energy royalties have played in generating 


increases in equalization payments. 


With this as background, the analysis turns to the very sensitive 
issue of whether or not there is an inequity in the manner in which the 
euqalization program is funded. As part of the analysis, an energy-related 
"balance sheet" is constructed as it relates to equalization payments. 
The conclusion of this section is that the energy producing provinces are 
not bearing their fair share of funding energy-related equalization payments. 
Section VII applies this balance sheet approach to the impact of a $l per 
barrel increase in the price of domestic energy. This portrays, in rather 
stark relief, the implications of rising domestic energy prices although the 
analysis tends to focus on the equalization aspects rather than the more-global 
issue of who ought to receive the massive energy rents. 

Section VIII focusses on the implications of the analysis for several 
issues relating to equalization payments. Principle among these are the appropriate 
magnitude of equalization payments and the manner in which they are funded. 


A short conclusion (section IX) completes the paper. 


Il. Equalization Payments: The Current System 

Equalization payments are designed to ensure that all provinces are 
able to provide "reasonably comparable levels of public services without 
resorting to unduly high levels of poserrontia However, there exists no 
definition of what might constitute "reasonably comparable levels of public 
services" nor “unduly high levels of taxation". Indeed, no attempt is even 
made to define these concepts. Rather, the focus of the program has been 
on provincial revenues. Specifically, equalization payments were, until 
recently, designed to ensure that no province had access to less than the 
all-province average of per capita revenues. 

The program currently works as follows. Revenues are equalized over 


29 revenue sources (e.g., personal income taxes, corporate income taxes, 


sales taxes, six revenue sources relating to oil and gas,...). A list of 

the 29 revenue categories appears in Table A, appended to this paper. For 

each of these revenue sources a uniform tax base, representative of provincial 
taxing practices, is gaiealated.* A province is eligible for an equalization 
payment (i.e., is a "poor" province, in the equalization jargon) for a given 
revenue source if its share of the total tax base is less than its share of 
total population. The value of the equalization payment for a particular 
revenue source equals this percentage shortfall (normally referred to as 

the "fiscal deficiency") multiplied by Cora provincial revenues from this 
revenue source. A rich province is one whose share of the tax base in question 
exceeds its population share and its equalization entitlement for this tax 
source would be negative. An example may be in order. Suppose province A 

has 5% of Canada's population and province B has 10%. Suppose further that 
they both have 8% of a particular tax base for which total provincial revenues 
equal $1 billion. Province A would have a fiscal deficiency of 3% and would 
have a positive equalization entitlement of $30 million (i.e., 3% of $1 billion) 
while province B would have a negative equalization entitlement of $20 million 
for this revenue source. 

For each province, these entitlements are summed over the 29 revenue 
sources and the total, if positive, equals the province's equalization payment. 
If the aggregated total is negative, the province is classified as a "rich" 
or a 'have'' province and its entitlement is set equal to zero. Note that 
this implies that the system is not an interprovincial revenue-sharing program. 
Provinces do not contribute money directly toward equalization payments. 
Rather, payments are financed out of Ottawa's general revenues. The significance 


of the funding provisions will become apparent later. 


Row 1 of Table 1 presents the most recent estimate of the equalization 
entitlements for fiscal year 1979/80. Only two provinces quality as "rich" 
or "have" provinces--Alberta and British Columbia, with negative equalization 
entitlements of roughly $2 1/2 billion and $1/2 billion respectively. Hence 
their equalization payments are set equal to zero; i.e., they do not contribute 
these negative entitlements toward the financing of the fund. What is probably 
very surprising to a good many Canadians is that Ontario now qualifies as a 
have-not province (as it has for the two previous fiscal years) with a positive 
entitlement of $172 million. As will be pointed out below, Ontario is not 
likely to be eligible to receive equalization payments, despite its positive 
entitlement. Hence the $172 million is not included in the $3,007 million 
total in the last column. Quebec gets just over 1/2 of the total dollar 
value of equalization payments, although in per capita terms its share is 
$241 compared to, say; $626 for Prince Edward Island. These per capita 
figures appear as row 2 of Table l. 

Equalization payments are a very significant source of revenue to 
many provinces. Just how significant is evident from rows 3 and 4 of Table l. 
Row 3 presents data on total per capita revenues from all sources (inc luding 
equalization payments) for the fiscal year ending in March 1979. Row 4 
expresses equalization payments as a proportion of these total revenues. 

For each of the Atlantic provinces equalization payments account for over 25% 
of total provincial revenues. 

The per capita provincial revenues in row 3 are worthy of further 
scrutiny. Once again, it will come as a surprise to many Canadians to observe 
that Ontario has the lowest per capita revenues of all the provinces--$1,646. 
These revenue figures reflect relative provincial wealth, and relative tax 


rates as well as transfers of various sorts from Ottawa. To be sure, Ontario's 
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Footnotes to Table l 


a) 


b) 


cy) 


d) 


e) 


f) 


Source : Provincial Fiscal Equalization Tables: Second Estimate 1979/80 
(Ottawa: Department of Finance) July 1979. The final estimates, based on 
complete data for 1979-80, will not be available until 1981. The equaliza- 
tion entitlements are somewhat larger than those shown in the Department of 
Finance estimates because the latter incorporates the phasing out of the 
"Nsale of crown leases" revenue category under the provisions of the now- 
defunct Bill C-26. I have treated revenues from crown leases like all other 
energy revenues, i.e., one-half revenues are eligible for equalization. 


The $3,007 million total for equalization payments does not include Ontario's 
$172 million entitlement because, for reasons cited in the text below, it 
is not likely to receive these monies. 


Values for total provincial revenues are from Table 1 of Provincial Government 


Finance: Revenue and Expenditure Estimates: 1978 Statistics Canada 
Catalogue No. 68-205. 


Ontario has huge positive entitlements from energy. However, because the 
remaining revenue categories generate negative entitlements (i-e., overall, 
Ontario is a rich province for these other categories) its overall entitlement 
is much less than its energy entitlement, i-e., $172 million from row l. 


This total is the sum of the energy entitlements from the seven receiving 
provinces, i.e., it excludes Alberta, B.C. and Ontario. Note that it does 
include the negative entitlement for Saskatchewan (i.e., although Saskatchwean 
is, overall, still a "have not'' province for equalization payments, Ltmis 
"rich" in the energy category). 


Set equal to zero because of the likelihood that Ontario will not be allowed 
to receive its equalization entitlement. 


per capita revenues would be higher if this province had personal income 

tax rates as high as some of the other Canadian provinces. By the same 
token, Alberta's $3,303 per capita underestimates significantly the revenues 
she would have at national average tax rates. For example, Ontario gets 

just over $200 per person from sales taxes and Alberta has no sales tax. 

More interesting, and more relevant for this Conference, Alberta's current 
per capita revenues from oil and gas exceed the total of Ontario's per 

capita revenue from all sources. And the potential for these energy revenues 
to increase dramatically is evident when one considers that the domestic 


price is over $10 below the world price. 


IMA GA Interaction Between Energy and Equalization 


The focus of this paper is not on equalization payments, per se, but 
rather on the interaction between energy prices and equalization payments .° 
With the brief outline of the system as a backdrop we may now proceed to 
detail the manner in which the energy crisis has affected equalization payments 
and, as important in some instances, the manner in which the equalization 
system has constrained overall policy with respect to energy. 

Six categories relating to oil and natural gas revenues enter the 
equalization formula. These are: crown oil revenues, freehold oil revenues, 
crown gas revenues, freehold gas revenues, revenues from sales of crown leases, 
and miscellaneous oil and gas revenues. In the latest Finance Department 
eetimate” of equalization payments for 1979/80, energy revenues for the producing 
provinces amount to $4 3/4 billion, of which roughly $4 billion accrues to 
Alberta. These figures appear as row B.2 of Table 3. In line with the recent 
revisions to the energy side of the equalization formula (to be dealt with below) 


half of this amount, or just under $2 1/2 billion is eligible for equalization. 


The amounts, by revenue source, of energy monies eligible to enter the formla 
appear in the appendix table, rows 16 through 21. In comparison to, say, the 
retail sales tax category (where $5.6 billion is equalized) or the personal 
income tax category (where over $10 billion is eligible for equalization) 
this is not particularly large (see Table A). Yet the equalization payments 
resulting from energy are far and away the largest. For example, each dollar 
increase in provincial income tax revenues generates an average of 7¢ in 
equalization payments while each corporate income tax dollar results in a 13¢ 
increase in equalization payments. Compare this with each extra dollar 

of energy revenue that enters the formula which adds, on average, 40¢ to 
equalization payments. Data on the amounts that are eligible for equalization 
by revenue category and the resulting equalization generated also appear in 
Table A. 

Why is this so? Very simply, it results because the energy revenues 
are concentrated in the three westernmost provinces. Therefore, most of the 
seven traditional recipient provinces (Saskatchewan is an exception) have a 
zero tax base for the energy revenue categories. And with a zero tax base, 
provinces become eligible for their population share of energy revenues 
eligible for wnt, Heatient In effect, then, equalization payments arising 
from energy essentially amount to a per capita grant for provinces that 
qualify for equalization. With about $2.4 billion of energy revenues eligible 
for equalization and with a population of just under 24 million, the per capita 
value of this energy grant approximates $100. Therefore, Quebec, with just 
over 6.3 million people, gets just over $630 million in equalization payments 
from Ee ess 

These provincial energy entitlements appear as column 5 of Table 1. 


The $889 million total is the sum of entitlements of the seven traditional 


10 


have-not provinces (i.e., all provinces except B.C., Alberta and Ontario). 

Note that the entitlement for Saskatchewan is negative, implying that for : 

energy this province is classified as "rich". Indeed, as energy prices continue 

to rise, this province will soon enter the "have" category. 
Ontario's position is particularly intriguing. Its energy entitlement 

is now $860 million. It has been the growth of this entitlement over the 

recent years as the price of energy has risen that has finally pushed Ontario 

into the have-not category; i.e., the $860 million positive entitlement 

for energy is now larger than its overall negative entitlements for the 

remaining revenue sources so that Ontario now has a $172 net entitlement (row Tyo 
Row 6 of Table 1 shows the percent of total equalization, by province, 

that is accounted for by the six energy cateogires. Overall, energy now accounts 

for 30% of total equalization payments (once again the total excludes Ontario, 

B.C. and Alberta) although for the Atlantic region the percentages are con- 

siderably lower. Later sections of the paper will make further reference to e 


these percentages. 


IV. Energy Related Modifications to the Equalization Formula 


A. Reaction to the Price Rises in 1973 and 1974 

With the advent of the umexpected and massive increase in the price of 
oil beginning in late 1973, one of Ottawa's first actions was to impose an 
export tax on oil shipments equal to the difference between the then-fixed 
domestic price and the rising world price. In effect, Ottawa garnered the 
entire rent arising from the world-domestic price differential, which amounted 
to over $6.00 per barrel by mid-1974. No doubt, part of the rationale for this 
Measure was to generate funds for the federal government to subsidize foreign 
oil imports in eastern Canada, thereby maintaining a uniform price for energy 


t 
across the country. Unlike the current situation, taxable exports of crude € 


Lk 


oil in 1974 exceeded compensatable oil imports so that, on balance, Ottawa 

was a net financial beneficiary of this action. The producing provinces 
reacted quickly and increased substantially the royalties they were exacting 
from both oil and natural gas. Ottawa responded by disallowing the deduction 
of royalty payments to provincial governments for purposes of corporate 

income tax calculations. As I have argued SEE eee one rationale for 

this Ottawa initiative had to do with the implications for the system of 
equalization payments. If the domestic price were allowed to rise and the 
producing provinces allowed to pocket the increased royalties, the result 
would have been a very substantial rise in equalization payments. TEs ein 
addition, royalties paid to the provinces were deductible for corporate income 
tax purposes, Ottawa might find itself in a situation where its equalization 
responsibilities would increase substantially but its revenues would not 
increase commensurately and, in particular, it would not be able to exact much 
revenue from the very provinces that were becoming wealthy and thereby causing 
overall equalization payments to increase. 

There were, of course, other considerations to be taken into account. 
Allocative efficiency dictated a rising domestic oil price and in the scramble 
over who would get the rents, some consideration had to be given to ensuring 
future energy supplies and this required an incentive for exploration. In the 
event, a compromise was reached whereby Ottawa maintained the non-deductibility 
of royalties but introduced (overly?) generous writeoffs for exploration and 
development and also allowed the domestic price of oil to move gradually toward 
world price levels. But the equalization dilemma remained. If Canada went to 
world oil prices in 1974 overall equalization payments would have tripled and 
in the process Ontario would have become a have-not province. Therefore, in the 


fall of 1974 Ottawa unilaterally amended the equalization formula. Energy 
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royalties up to the 1973/74 levels would continue to be eligible for full 

equalization (i.e., each dollar of energy revenue would continue to enter 

the formula as had been the case since the 1967 revision). But revenues 

from energy above the 1973/74 level would be equalized only to the extent 

of 1/3--one dollar out of every three would be eligible to enter the formla. 
This was a major alteration in the formula. For the first time since 

1967 the concept of "full equalization" had been abandoned. However, it could 

be argued that "full equalization" was not abandoned to the degree implied by 

the 1/3 measure. By continuing to subsidize imports for the eastern provinces 

(L.e., Quebec and the four Atlantic provinces) in order to maintain a uniform 

domestic price, Ottawa could be viewed as "equalizing" oil for these provinces, 

all of whom fall in the have-not category. Some figures on the benefits by 


provinces of this oil import compensation scheme will be presented later. 


B. The 1977 Fiscal Arrangements Act 

The next installment in the interaction between energy policy and 
equalization payments came in the form of further revisions in the equaliza- 
tion program in the context of the 1977 Fiscal Arrangements Act, a major 
revamping of the financial underpinnings of our federation. These new 
arrangements ushered in changes in the financing of the conditional grant 
programs and the revenue guarantee as well as the equalization program. 
Even for the latter the new provisions extend well beyond those relating to 
energy, but these need not detain us here.>* 

For our purposes, two provisions are important. First of all, 


henceforth one-half of all energy royalties would be eligible for equalization. 


This replaced the previous provision whereby the full amount of 1973/74 
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revenues were eligible plus 1/3 of any additional revenues. One 

slight change was that the 1/2 provision applied to all non-renewable 
resources and not only to energy revenues (i-.e., it applied to the 

six revenue categories for oil and natural gas as well as to the revenues 

for the "metallic and non-metallic minerals," category 22 in Table A). For 
fiscal year 1976/77 both the old and new approaches to energy yielded 
approximately the same amount of revenues entering the formula. But beyond 
1976/77 the new provision was far more generous--1/2 rather than 1/3 of 
additional revenues would be eligible to enter the formula. This approach to 
equalizing energy revenues was rather surprising since Ottawa's initial 
position during the negotiations leading up to the new fiscal arrangements was 
that equalization payments were growing too rapidly. In any event this 
provision essentially preordained, on the one hand, that equalization payments 
would continue to rise rapidly as energy prices rose and, on the other, that 
it would only be a matter of time before Ontario would fall into the category 
of have-not provinces. 

The second provision limited the proportion of total equalization arising 
from resource revenues of all kinds (renewable as well as Poneden duane is to 
one-third. This essentially put a "cap" on the degree to which equalization 
payments could be spiralled upward by energy royalties. However, the manner 
in which this one-third limit was to be applied was unclear. The most 
straightforward interpretation, and the one that Ottawa probably opted for 
initially, would be to take the ratio of the resource equalization entitlements 
for the recipient provinces to the total amount of equalization payments. From 
Table 1, this is roughly the ratio that appears in the last column of row 6, 
1.e., 3075 ae The problem with this measure is that as soon as Ontario qualifies 


as a have-not province (and it qualified in the initial year of the new arrangements 
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although this was not recognized until earlier this year when the final 
estimates for 1977/78 were completed) the ratio increases to somewhere ° 
in the neighbourhood of 60%. This is so because once Ontario is eligible 
to receive one dollar in equalization payments, its energy entitlement of 
$860 (row 5 of Table 1) is added into the numerator for calculating the ratio. 
This method of applying the 1/3 limit effectively means that Ontario cannot 
receive equalization payments. It also implies that the precise 1/3 ratio 
may never be reached; the ratio may simply fluctuate between say 30% and 60% 
with percentages in between being unattainable. 

At the time of the passage of the Fiscal Arrangements Act, these issues 
did not appear to be pressing. Finance Minister Macdonald's view was that 
he did "not expect that the ceiling [would] come into operation except in 
the most abnormal circumstances .t5> Indeed, the Regulations pursuant to the 
Fiscal Arrangements Act did not even include a provision relating to the 
precise manner in which the 1/3 limit would be applied. However, "abnormal ¢ 
circumstances" did come into play, partly because of the tremendous increase 
in the revenues derived from the "sale of crown Veauesieins partly because of 
the overall rise in the domestic price of energy and partly due also to the 
deterioration of Ontario's tax base for several revenue categories (particularly 
the corporate income tax base). In any event, scarcely twelve months into 
the new arrangements it became obvious that Ontario was headed for the have-not 
category and, therefore, some further modifications were necessary. These 


were embodied in Bill C-26. 


C. Bill C-26 
Federal energy-equalization initiatives relating to Bill C-26 (introduced 
in December of 1978) centered around three issues. The first consisted of 


elaborating on the manner in which the 1/3 resource limit would apply. eters te! 


tS 


Ontario's entitlements from resources would not be included in calculating 
the resource ceiling, even if Ontario were to achieve the classification of 

a have-not province. Rather, the resource limit was to be calculated from 
the seven traditional have -not poy meesten What this implies is that the 
recipient provinces will not be faced with a change in levels of equalization 
payments because of a change in Ontario's status. For example, suppose Ontario 
was $1 from becoming a have-not province and it suffered a deterioration in 
its relative position with respect to corporate income taxes (which, as noted 
above has been the case over the last few years). This would decrease its 
negative entitlements from corporate taxes and send it into the have-not 
category and, therefore, violate the 1/3 limit. In turn, royalties from 
resources that would enter the formula would then have to be pared back until 
Ontario was once again in the column of the rich provinces. Overall 
equalization payments would thus decrease. And vice versa for changes that 
increased Ontario's negative entitlements from the non-resource revenue 
sources. Under this provision these sorts of effects are precluded. 

Even so, the poor provinces and in particular the Atlantic provinces 
are not likely to be too excited by this interpretation of the 1/3 resource 
limit. From Table 1 it is clear that, even without Ontario, the system 
is currently very close to the 1/3 limit. Yet this is not the case for the 
Atlantic Provinces (see the last row of Table ioe 

Perhaps it is inappropriate to refer to this interpretation of the 1/3 
resource limit as an integral part of Bill C-26. It was not incorporated in 
the Bill itself. Rather it was tacked on as one of the Regulations that was 
to apply pursuant to Bill-C-26. Presumably the modification could be included 
as an addition to the series of Regulations pursuant to the Fiscal Arrangements 


Act of 1977 now that Bill C-26 died on the order paper of the last Parliament. 
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By itself, this approach to the 1/3 resource ceiling would not prevent 
Ontario from gaining have-not status and from receiving equalization payments. 
Indeed, it made such an event possible (compared to an interpretation that 
would have included Ontario's entitlements in calculating the limit). However, 
a further provision (incorporated explicitly in Bill C-26) was clearly designed 
to prevent Ontario from becoming eligible to receive equalization payments: 
any province whose per capita income is above the national-average level in 
the current year, as well as in the previous two years, would henceforth be 
ineligible to receive an equalization payment. Since Ontario falls into this 
category, it would not be eligible to receive equalization payments, even DR 
its overall entitlements became nee Give ae 

The final amendment was designed specifically to reduce equalization 
transfers to the provinces. In effect it was part of Ottawa's overall 
restraint program ushered in by Prime Minister Trudeau in his August 1, 1978, 
address to the nation. Revenue source "sale of crown leases" was to be phased 
out of the equalization formula. As can be seen from Table A, this revenue 
source generated $746 million in revenues (of which $373 million was eligible 
to enter the formula) and led to $147 million in equalization payments. It 
is true that revenues from sales of crown leases had spiralled dramatically 
(they yielded only $100 million in revenues in 1975/76), but this unilateral 
action by Ottawa only 18 months after the 1977 Fiscal Arrangements Act came 
into effect demonstrated the increasing arbitrariness associated with federal- 
provincial financial relations and in particular the continuing influence of 
energy revenues on the operations of the equalization program. In any event, 
all of this is rather academic since Bill C-26 died on the order paper with 


the dissolution of Parliament. 
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Vie Energy and Equalization: An Historical Perspective 


Despite these various energy-related amendments of, and modifications 
to, the equalization program it is nonetheless the case that much of the recent 
growth in equalization payments has been due to the rise in energy royalties. 
Table 2 produces some evidence relating to this growth, utilizing fiscal year 
1972-73 (i.e., prior to the initial energy price explosion) as the benchmark. 


Overall payments have increased by just under $2 billion, from $1,016 million 


in 1972/73 to $3,007 million in 1978/79. In absolute terms the non-energy revenue 


sources accounted for most of this increase. In percentage terms, however, 
energy-related equalization payments increased by 517% as compared to 143% for 
the remainder. In 1972/73, energy sources accounted for 14% of total payments 
in 1972/73 and this percentage has now risen to 30%. 

One way to evaluate the impact on equalization payments of some of the 
recent modifications is to calculate what equalization would have been in the 
absence of these provisions. If there were no 1/3 limit on resource revenues 
and if all resource revenues entered the formula in full (rather than the 
current 50% level), equalization payments for 1979/80 would amount to $4,964 
rather than the present $3,007 million level. At the more detailed level 
(not presented in the Table) Ontario's positive equalization payment would 
be $1,032 million while Alberta's negative entitlement would equal $4,389 
million. Compared to fiscal year 1972/73 where Ontario's negative entitlements 
was far in excess of Alberta's ($514 million as against $332 mad Bivona this 
clearly demonstrates the very dramatic impact that energy has already had 
interprovincial finances. And with the domestic oil price at $13.75 per barrel, 
Canada is barely 1/2 of the way toward the current world price of over $25 per 


barrel? 


18 
Table 2 


Energy and Equalization: An Historical Perspective 


Total Portion Portion Arising 
Equalization Arising from non-energy 
Row Payments from Energy Sources 
(Smillions) ($millions) ($millions) 
Panel A: A Comparison 1972/73 and 1979/80 
1. Fiscal Year 1972/73 1016 144 872 
2. Fiscal Year 1978/79 3007 889 258 
3. Increase 
$ 1,991 745 1,246 
‘to 1967 Sli 143% 
4. Percent Allocation 
1972/73 100% 14% 867 
1979/80 100% 30% 70% 
Panel B: 1979/80 Equalization Payments Assuming that there were no modifications 
to the Equalization worm) aa ¢ 
5. Level(S$million) 4,964 3,652” 1,312” 
Increase over 1979/80 57 2,763” -806”? 
a nnn LEE EE 
a) Adopted from Glen H. Copplestone and Thomas J. Courchene, "Alternative 
Equalization Programs: Two-Tier Systems" paper prepared for a Canadian 
Tax Foundation Conference, forthcoming). 
b) These numbers may appear surprising. They arise because at "full" 


equalization Ontario becomes a have-not province while Saskatchewan joins 
the ranks of the "rich'' provinces. For example, from Appendix Table A, 

the total equalization entitlements currently arising from personal income 
tax is $768 million. In Panel B, the corresponding (not shown) total is 
only $229 because Ontario's negative entitlement (it is a rich province for 
personal income tax) now draws down the level of equalization attributable 
to this revenue category. 
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VI. Funding Equalization Payments 

The equalization system is a federal program and it is funded from 
federal revenue sources. Taxpayers in like circumstances contribute the 
same amount toward the program's funding regardless of their province of 
residence. It would appear, therefore, that there would be no reason to 
question the equity aspects of funding equalization payments. 

However, I think that it is possible to make a very strong case that 
the funding of the program leaves a lot to be desired. The potential equity 
concern arises because Ottawa has undertaken to equalize some revenue sources 
that are under provincial rather than federal control. For certain taxes, 
like retail sales taxes, this poses no real problem since Il would imagine that 
the distribution of retail sales across the country does not differ very 
much from the incidence of Ottawa's indirect tax collections. For other 
revenue sources concerns do arise because they are so concentrated geographically 
and yield so much revenue. The combination of these two factors generates 
large equalization flows. Yet the provinces on the receiving end of these 
revenues make no direct contribution toward funding the equalization flows 


that these revenues generate. 


A. An Equalization "Balance Sheet" 


The case ae: a potential funding inequity can be put in its extreme form 
(to be modified later) by referring to Table 3 which presents an equalization 
‘balance sheet"! as it applies to energy. As background to the balance sheet 
proper, Panel A contains a rough and ready estimate of the provincial distribution 
of Ottawa's general revenue. Population shares, included for comparison only, 
appear in row A.2. Thus, Ontario, with 36% of Canada's population accounts for 
roughly 39% of Ottawa's revenue. Alberta's residents account for 12% of total 


federal revenues while accounting for only 8 1/2% of Canada's population. And 
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so on. Utilization of the percentages in row A.1 to allocate the costs of 
the program implies that there exist no special federal levies or taxes that 
are specifically earmarked to pay for the equalization program. 

Panel B of Table 3 presents the energy balance sheet. Row B.1 contains 
the producing provinces' revenues arising from the six oil and natural gas 
categories (categories 16 through 21 of Table roy eae Of the $4 3/4 billion 
total, fully $4 billion, or 80%, accrues to Kbereaee= Row B.2 shows the 
equalization flows generated by the revenues in row B.1. These flows are 
identical to those in row 5 of Table 1, except that Ontario's figure has 
been set to zero to reflect the fact that in the current Canadian context 
this province is not likely to be able to receive an equalization entitlement. 
The $889 million total is then allocated by province in accordance with the 
percentages that appear in row A.1, and these provincial funding contributions 
appear as row B.3. 

The final rows of Panel B contains the 'net balance'"'--production revenues 
plus equalization payments minus contributions to funding equalization. Ontario 
is the only province with a negative figure (-$345 million) while Alberta has 
a positive total of just under $4 billion. Saskatchewan's position is more 
intriguing. It gains $352 million from the production side but its equalization 
payments fall by $77 million and its residents contribute $30 million to 
financing the program. 

Interestingly enough, in dollar terms the province of Quebec ends up 
with considerably more money than do two of the producing provinces. Quebec 's 
equalization payments from these energy sources amount to $639 million whereas 
the production revenues from B.C. and Saskatchewan amount to only $331 million 
and $352 million respectively. This holds true even after the funding of the 


program is taken into consideration: Quebec's net balance is $430 million 
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compared with $245 million and $217 million for Saskatchewan and B.C. 
respectively. In per capita terms, however, this no longer holds. Quebec's 
net balance is $68 compared to $85 for B.C. and $256 for Saskatchewan. Ontario 
has a "deficit" of $41 per person compared with $1,935 "surplus" for Alberta. 
One anomaly still remains: Price Edward Island comes off as well as B.C. in 
the per-capita net balance. 

Even recognizing the questionable nature of this exercise, the 
conclusion I draw is that there is indeed an inequity in the funding of the 
equalization program and the producing provinces should be called upon to 


play a greater role in the funding of the program. More on this later. 


B. Problems with the "Balance Sheet" Approach 


Elsewhere I have been taken to task for presenting a very similar 
"balance sheet" Breret ners Basically the concern is that it is inappropriate 
to dissect federal policies in terms of who "gains" and who "loses". My 
response is simply that I feel that it is appropriate. This is especially so 
for the energy portion of equalization since Ottawa is involved not only in 
equalizing somebody else's revenues but as well a set of revenue sources in 
which it does not reap any returns. But how true is it that Ottawa does not 
really obtain a share of these energy rents? 

What are Ottawa's revenue sources from oil and gas? Among the most 
important (and some guess at their magnitude) are the following: 

1. Excise tax on motor and aviation fuel. This tax is now set at 

7 cents per gallon. Last fiscal year (with a tax rate of 10 cents 

and excluding aviation fuel) it generated about $800 million in 

revenue with rebates amounting to $300 million for a net gain in 


the order of $500. This year it should be less, say $400. 
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2. Manufacturers sales tax: This is currently set at 9%, but 

for gas and oil it is converted into a specific tax per gallon 

of gasoline (in the neighborhood of 5 cents). My estimate is 

about 1/2 billion dollars. 

3. Corporate income taxes: Historically Ottawa has garnered about 
10% of the total revenue accruing to the oil and gas industry (with 
the rest split roughly equally between the producing provinces and 

the industry itself). Presumably most of this is in the form of 
corporation taxes. Offsetting this is the fact that some of the 
federal corporate tax is used to pay for equalization arising out 

of the provincial component . More importantly, via generous 
exploration, development and depletion provisions, Ottawa has 

provided substantial funds to corporations which to a very large 
degree are later captured as royalty rents by the provinces or 
capitalized in the sale of crown leases, for example. 

Overall impact: uncertain. 

4. The oil sands levy: Currently set at 50 cents a barrel on 

all oil products sold in Canada, this tax is earmarked to cover the 
cost of the difference between the domestic and world prices on 

oil produced from Syncrude and Great Canadian Oil Sands Ltd., whose 
output by agreement is sold at the world price level. With a possible 
daily output of 145,000 barrels a day and a $10 subsidy per barrel, 
the cost exceeds $500 million. Presumably the oil sands levy is set 
to break even. 

5. Oil export tax: Ottawa, not the producing provinces, receives the 
revenues from the oil export tax. With the export tax now near $10 and 
with taxable oil exports in the area of 80 million barrels, Ottawa 's 


revenue from this source is about $800 million. Over time our exports 
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will taper off as existing contracts run out. Offsetting this 

is the Oil Import Compensation Program. With increasing domestic 

oil reaching Montreal, our compensatable imports have fallen to 

about $140 million barrels or roughly $1.4 billion. Overall, 

therefore, Ottawa's net cost of these two programs is over 1/2 

million dollars. 
Even without considering the various federal policies aimed at encouraging 
energy conservation and the development of alternative energy sources, Lt 
appears to be the case the Ottawa does not come out as a major net financial 
beneficiary so that the earlier conclusion that the producing provinces 
ought to play a more important role in funding equalization still stands. 

But what about the producing provinces? Their argument has been, and 
presumably will continue to be, that they are already contributing a great 
deal to the rest of Canada as far as energy goes. Part of their argument is 
that Ottawa has usurped the revenues from the export tax. In addition, all 
too often it is forgotten that part and parcel of collecting these resource 
revenues has been a very significant amount of provincial expenditure (e.g., 
roads, infrastructure). Most importantly, with official Canadian policy of 
maintaining domestic prices below world levels, the producing provinces can 
argue that under existing royalty and tax beeeee nee they are foregoing 
massive revenues. In 1979 alone, assuming current consumption levels, 
foregone provincial revenues would approximate $4 biiionte If one believes 
that Canada ought to go to world prices, this represents a transfer of rents 
from the producing provinces to Canadian consumers. Il have some sympathy 
with this position, but in my opinion it relates more to who should get the 
energy rents rather than to the narrower issue of whether or not there exists 


an inequity in the funding of the equalization program. 
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Prior to turning to the implication of all of this for the future of 
equalization payments, it is appropriate to focus on the manner in which 
equalization payments relate to the pressing current policy issue, namely 


increasing the price of domestic energy. 


NOLES The Impact of a $1 per Barrel Increase in the Price of Domestic 
Oil and Gas 


Row 1 of Table 4 shows the effect by province of raising the price of 
domestic oil by $1 per barrel and the price of natural gas by 14.65 cents per 
thousand cubic feet (i-.e., 85% of the heat-equivalent oil increase). Consump- 
tion levels are assumed to remain unchanged as are the current prices of other 
forms of energy (e-g-, hydro power). The total transfer to energy Pectore™’ 
is roughly $900 million. Ontario's share is $323.2 meilion’” Row 2 of the 
Table presents an estimate of the royalties going to the producing provinces. 
Underlying these figures is the assumption that total revenues will amount 
to $1 billion. In turn this assumes that Canada's exports of natural gas 
will also rise in price. Since they are already sold at world prices, the row 
2 figures implicitly assume a $1 per barrel equivalent rise in the world price 
of natural gas. With current royalty arrangements, 42% of total industry 
revenue will accrue to the producing provinces. The remaining $600 accrues 
principally to the oil industry with perhaps 10% to Ottawa, although with 
sufficient exploration expenditure Ottawa's revenues from corporate taxes can 
fall essentially to zero. These totals are not included in Table 4. Hence 
the $420.8 million total for producing provinces’ revenues (excluding corporate 
income taxes) in row 2 of Table 4. 

Rows 3 and 4 present the equalization entitlements arising from the 


royalty increase and the allocation of the cost of equalization across provinces 
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in accordance with the funding ratios in row A.1l of Table 3. Assuming that 
Ontario will not be eligible for equalization payments the total equalization 
flows under current arrangements from a $1 per barrel increase in the price 
of domestic energy is $78.1 million. If Ontario is included the level of 
equalization payments essentially doubles--to $153.5 million, as the bracketed 
figure beneath the last entry in colum 3 indicates. On the other hand, once 
we reach the 1/3 resource cap for equalization payments (and regardless how 
it is defined, this will be reached well before Canada gets to world prices) 
equalization payments will not increase as the price of energy rises. The 
final row in the Table presents the net "balance". Only Alberta comes out 
on the plus side. 

The Table 4 figures put in rather bold relief just what magnitudes are 
involved in the current energy debate. Moreover, since the current domestic 
price is roughly $10 below world levels, the impact of moving to world price 
levels is massive indeed. Even though rising energy prices will curtail demand 
and will run the equalization program into the 1/3 resource limit, a rough 
indication of selling domestic energy at world prices can be obtained by 
multiplying the Table 4 figures by a factor of 10. Seen from this perspective, 
it is clear that the system of equalization payments is not the critical issue 
in the policy debate as it relates to energy in 1979. In the 1973/74 era 
equalization payments played a far greater role because the formula was not 
only open-ended, but as well energy royalties were equalized in full. Indeed, 
only after the formula was amended were domestic prices allowed to tise. As 
noted above, after one or two more dollar-per-barrel increases the program will 
run into the 1/3 limit and from then on energy prices will not affect equalization 
Neen 

Therefore, even though concern over equalization payments is not likely to 


dominate the current policy debate, it is nonetheless the case that there are 
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some important and unresolved (probably “unresolvable" is more appropriate) 


issues relating to equalization. To these I now turn. 


VIII Implications for Equalization Payments 


The original, and presumably current, rationale for equalization 
payments was to ensure that no province had to resort to unduly high 
levels of taxation in order to provide some “average” level of public services, 
However, under the 1967 revision of the program, the operational definition 
effectively became one of bringing all provinces' revenues up to the all- 
province average. 

These two approaches are really quite different. And, in effect, what 
Ottawa is saying with its recent amendments is something as follows: just 
because Alberta's revenues are soaring does not mean that it now costs Nova 
Scotia proportionally more to provide this (undefined) average level of 
public services, Accordingly, resource revenues are no longer fully equalized. 
From a progmatic standpoint, however, the modifications were brought about 
because Ottawa could no longer afford to equalize the rising resource rents, 
especially since it has been unable to acquire a larger share of these rents. 

To my mind this raises two issues, First, what is the appropriate 
magnitude for equalization payments? Second, how should these payments be 
funded? I doubt whether either of these questions can have well-defined 
answers, but I shall attempt to venture some opinions focussing first on the 
magnitude issue. 

At one extreme is the suggestion that equalization payments should be 
utilized as a means of sharing the energy rents. This might take the form of 
attempting to reintroduce the concept of bringing all provinces' revenues 
up to the national average level. Funding considerations aside, I have 


little sympathy with this approach. Energy rents represent a transfer from 
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the private sector to the oil and gas industry on the one hand and to 
governments on the other. In my opinion these rents, if they are to be 
shared, ought to be returned back to the private sector, especially to 
those areas of the private sector where adjustment to rising energy prices 
is most difficult. Transferring funds to provincial governments is not 
likely to serve this goal. 

Now that I have broached the area of rent sharing it is pertinent to 
recognize that alternative rent sharing arrangements would lead to quite 
different levels of equalization and not always larger levels. Consider the 
following scenario. Suppose Alberta chose to distribute the annual inflow 
of royalties to its residents on, say, a per capita basis rather than simply 
pocketing them as it presently does. The royalties would then enter personal 
income of Albertans and would generate income taxes to both Ottawa and Alberta. 
As a result of Alberta's rising personal income tax revenues equalization payments 
would increase, but the increase would be nowhere near the levels derived from 
the current treatment of energy royalties. Moreover, under this approach, 
Ottawa would obtain far more revenues from energy than it currently does and 
Alberta far less. Yet the impact of a $1 per barrel increase in domestic oil 
and gas on consumers would remain unchanged, i.e., the first row of Table 4 
would still apply. In other words, equalization flows from energy depend on 
the manner in which these rents are shared between Ottawa, the producing 
provinces and the industry. Until rent sharing is settled, equalization as 
it relates to energy will remain in limbo. 

Continuing with this hypothetical example, the principal reason why 


Alberta would not contemplate distributing its energy royalties to its residents 
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is that income is taxed differently in the private sector than it is in 
the public sector. In particular, Ottawa cannot "tax'' Alberta's royalties. 
Nor can it '"tax'' the growing yearly interest flows that the Heritage Fund 
is generating. By establishing this fund and utilizing it to reduce present 
and future taxes in the province, Albertans are in effect obtaining the 
full (i.e. pre-tax) value of the royalties. It is probably not an under- 
statement to suggest that the entire policy Bepate over rent-sharing would 
be but a tempest in a teapot if income was treated identically for tax 
purposes whether it accrues to the private sector or to a government age 
Indeed, such a provision would also remove the incentive that presently 
exists to nationalize or 'provincialize" resource-sector enterprises. 
In general, therefore, my answer to the question of how large the 
flow of equalization payments arising from energy should be is that it depends 
on the solution to the more important issue, namely who will get the energy rents. 
On the second of the two issues, i.e., the funding of current equalization 
program, I have less difficulty seeing my way to a specific conclusion, 
Basically, Ottawa should not have undertaken to equalize revenues that are 
entirely under provincial control. But it did. And the result has led 
to a serious inequity in funding equalization flows arising from energy. 
To put it starkly, why should Ontario's residents be called upon to 
contribute $346 million each year to pay for the equalization that 
arises because Alberta is pocketing $4 billion annually (from rows B.3 
and B.4 of Table 3}? The combined principle of cooperative federalism and 
the ability to pay suggest that the producing provinces ought to bear a larger 
portion of the equalization flows arising from energy. Whether this should 


take the form of a sophisticated two-tier system for equalization payments 
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where resource revenues would be equalized along the lines of an interprovincial 
revenue-sharing pool or whether it should take the form of a simple levy on 
royalties or some other alternative method is a separate issue. 

At a more mundane level there are still a few details to sort out with respect 
to equalization payments. In particular, should Bill C-26 be reintroduced? 

I do not think so. One of the provisions of this Bill was to reduce equalization 
payments by phasing out "sales of crown leases" from the formila. This would 
save Ottawa some money but probably only on a temporary basis, unless Ottawa 

has in mind preventing the energy producing provinces from garnering any 

royalty increases arising from rising domestic energy prices. One or two 

more dollar-per-barrel increases will run the equalization program into the 

1/3 resource limit and effectively put a "cap" on energy related flows. 

Why bother attempting to put a temporary "tid" on equalization flows when the 
likelihood is that by the time the appropriate legislation would pass Parliament 
the 1/3 limit (even excluding the crown leases category) would be effective. 

The second provision of Bill C-26 represented an attempt to preclude 
Ontario from receiving an equalization payment. The basis for this exclusion 
was that Ontario's per capita income is above the Canadian average per capita 
income. True enough, But equalizing per capita income is not what the 
equalization program is all about. Rather it has more to do with equalizing 
per capita provincial revenues. Interestingly enough, at one point during the 
process of renegotiating equalization payments leading up to the 1977 Fiscal 
Arrangements Act, Ottawa suggested that personal income per capita ought to 


be the basis for deciding on the level of equalization payments. However, this 
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view was rejected in favour of the acceptance of the existing program which, 
although modified for energy rents, essentially focusses on equalizing 
provincial per capita revenues. This being the case there is no reason 
for excluding Ontario from being a beneficiary of the program. With Prince 
Edward Island receiving $626 per person and Quebec receiving $241 per person, 
surely no one can take offense to Ontario's receiving $20 per person, as 
would be the case for 1979/80 (see row 2 of Table 1). 

In terms of Bill C-26, this leaves only the question of how the Lis 
resource limit is to be interpreted. My recommendation is that, for each 
of the receiving provinces, the lesser of its resource entitlements or its 
equalization payment should enter the numerator of the ratio (the denominator 
is, of course, total equalization payments). For the seven traditional 
provinces this would yield the $889 million ear that appears as the last 
colum of row 5 of Table 1 (it would have to be altered by the entitlement 
from the non-energy resource revenues). For Ontario, the entry would not 
be its $860 million entitlement but rather its $172 equalization payment 
(row 5 and row 1 of Table 1). Under this interpretation, the ratio of resource- 
related payments to total equalization flows for fiscal year 1979/80 would 
be 34%, which effectively means that the resource limit has already been 
reached. The approach contemplated by the Bill C-26 approach would imply 
that the resource ceiling would not be reached until the price of oil increased 
by at least $1 more per barrel, But since the rationale for excluding Ontario 
from becoming a recipient province ied aqthededenaien I prefer the approach 


outlined above. 
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Since the 1/3 limit provision was really a “regulation' to be tacked 
on to Bill C-26, all that is required is that this interpretation of the 
resource ceiling be added, belatedly, to the series of regulations pursuant 
to the 1977 Fiscal Arrangements Act. Put somewhat differently, there is no 
reason to resurrect Bill C-26. 

No doubt the Atlantic provinces will take exception to any of the 
likely interpretations of the 1/3 resource limit because their resource ratios 
are currently nowhere near the 33 Vi 3level wuses row © of table 1, 4 far 
more generous interpretation fromtheir vantage point would be to allow 


energy royalties to enter the formula until each province hits the 1/3 limit. 


However, such an approach would ignore the very substantial subsidy the 

Atlantic provinces are receiving from the fact that Ottawa guarantees that the 
domestic price of oil applies across the country. A rough and ready estimate 

of the value of the Oil Import Compensation Program, by province, over the 

next year he oe Newfoundland ($179 million), Prince Edward Island ($39 million), 
Nova Scotia ($355 million), New Brunswick ($306 million) and Quebec ($521 million). 
Except for Quebec, these figures exceed, by a factor of 3 or 4, the value of 
equalization payments arising from energy for these provinces (compare them to row 
5 of Table 1). Even though it is true that this subsidy will disappear when 

the Canadian price reaches the world level, it is very difficult for the 


Atlantic region to claim that they are hard done by current Canadian energy 


policy’ 
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1D.6 Conclusion 

Equalization payments are an integral part of the glue that binds 
our nation together, Surely no Canadian would question their existence nor 
their importance. Nonetheless some important issues have arisen concerning 
their magnitude and their future role. On the one hand, they are but one 
weapon in our overall arsenal as it relates to combatting regional disparities. 
On the other, they have undergone a series of amendments and modifications 
in the wake of rising domestic and international oil prices, so much so that 
it is now the case that there exists a good deal of arbitrariness both in the 
conceptual framework underlying their role and in the manner in which they 
are being made operational, The thrust of this paper is that this arbitrariness 
is likely to continue until Canada can sort out the more je corset issue of 
how the energy rents ought to be shared among the various competing interests. 
Equalization payments and, therefore, their role in our federation come up 
for review in 1982. It is high time that Canadians in all walks of life take 
time to apprise themselves of the issues and prepare to offer their expertise 


to these important deliberations. 


SS) 


Footnotes 


* 
It is a pleasure to acknowledge the helpful insights and assist- 


ance of Glen Copplestone in preparing this paper. 


Iponaid S, Macdonald, ''Review and Reform: Fiscal Arrangements into 
the 1980s,'' Department of Finance Releast 76-33, Ottawa, April 1, 1976, 
p. 5. Virtually the same definition of the role of equalization payments 
was enunciated ten years earlier by the then Finance Minister Mitchell Sharp 


in connection with the 1967 review of equalization payments. 


arene tax bases are calculated for each province, whether or not 
the province utilizes the tax base. For example, Alberta has no sales tax, 
but its tax base for retail sales is calculated in the same manner as that 


for other provinces. 


>the value of total revenues for each revenue source appears as 
column 1 of the Appendix table. Note that for the six energy revenue sources 
(numbers 16 through 21) only half of total revenues are eligible for equal- 
ization. This exception to the principle of equalizing total revenues will 


be dealt with below. 


Cron a demonstration that this is essentially equivalent to generating 
access for each province to revenues equal to the product of average per 
capita tax rates and average per capita tax bases, see T, J. Courchene and 
D, A. Beavis, "Federal Provincial Tax Equalization: An Evaluation," The 


Canadian Journal of Economics (Vol. VI, No. 4 (November 1973), p. 487. 


eTese ratios would be slightly on the high side since we are expressing 
1979/80 equalization payments as a percent of 1978/79 total revenues, For 


example, the figure for Newfoundland would be 27% rather than 29%, 
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Orie reader interested in pursuing more on the topic of equal- 
ization payments can comsult Courchene and Beavis, op. cit., or 
Thomas J. Courchene, Refinancing the Canadian Federation: A Survey of 
the 1977 Fiscal Arrangements Act (Montreal: C. D. Howe Research Institute), 
1979, 


et nneeermero] Sa(aee moean to Table 1). The ricdres thar colton 


in the text do not take account of the July 1, 1979 hike in domestic energy 


prices. 


eRacait that, for each revenue category, equalization is a product 
of the province's fiscal deficiency and total provincial revenues. The fiscal 
deficiency equals a province's population share minus its tax base share, so 
that a zero tax base means that its population share is identical to its 


fiscal deficiency. 


“ef eornaeirele Quebec, with a zero oil base and 26.7% of Canada's 
population, obtains 26,7% of the $2.4 billion of formula-eligible energy 


revenues, of $639 million. This appears in row 5 of Table 1. 


mare are other reasons for Ontario's fall into the have-not cate- 
gory. Some of its other revenue sources have undergond serious deterioration 
relative to the Canadian average. For example, in 1972/73 Ontario's share 
of the corporate income tax base was 45.24%. By 1979/80 (i.e., for 1979/80 
equalization computations) it had fallen to 37,06%, barely above its 36.01% 
population share. In part, this too is due to energy and the resulting rise 
of corporate activity in this industry. Comparable figures for Alberta (with 
a population share of 8.5%) indicate a 9.40% of the base in 1972/73 with an 


increase to 19.53% in 1979/80. 


cy 


4 

Thomas J. Courchene, "Equalization Payments and Energy Royalties" 

in Anthony Scott (ed,), Natural Resource Revenues: A Test of Federalisn, 
British Columbia Institute for Economic Development (Vancouver: Uses; Ce Press), 


1976, pp. 73-107. 


2 ; 
For a survey of these changes, see Courchene, Refinanc the 


Canadian Federation..., op. cit. 


oR esouree revenues comprise revenue categories 15 through 23 of 


the Appendix table. 


\ernis is somewhat of an underestimate because it does not include 
the entitlements from renewable resources nor from minerals (i.e., revenue 
categories 15, 22, and 23, of Appendix Table A). Inclusion of these revenues 


yields a ratio for 1979/80 of 30.9%. 


+ Donald S. Macdonald, "Fiscal Arrangements and Established Programs 
Financing," Department of Finance Release 76-108 (Ottawa: Department of 
Finance), December 1976. 


Uecea revenue category 20 in the Appendix table. Prior to 1977 this 


category yielded little revenue. Indeed, one of the reasons why revenues 

have soared for this source is that the very generous write-offs for corporate 
imcome tax purposes have been capitalized in these sales. In other words, 
Alberta has captured the rents of Ottawa's generous write-offs. This point 

4s dealt with in greater detail in Doug. Hartle's background paper for this 
conference "The Federal- Provincial Relations Dimension of the Canadian 


Energy Issue", 
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Late that this includes Saskatchewan, a province whose equaliza- 
tion entitlements from resources are negative. Thus even if Saskatchewan 
were to become a have province it would continue, under this provision, to 


be included for purposes of calculating the 1/3 limit. This will serve to 


increase the overall level of equalization payments. 


eMareaver® since this provision was to apply retroactively to the 
introduction of the Fiscal Arrangements ee this means that Ontario would 
not be eligible for equalization payments in 1977/78 and 1978/79 either, 
even though it falls in the have-not fold for both of these fiscal years, 


rca Table 10-2 of The National Finances: 1972-73 (Toronto: The 


Canadian Tax Foundation), 1972, 


20 
There are of course other revenues arising from energy, e.g., 


corporate income taxes derived from oil and gas companies. These are ex- 
cluded from the Panel B calculations. To be sure, provincial corporate in- 
come taxes from the energy industry do generate equalization payments, But 
Ottawa shares in these tax revenues and more importantly derives the revenues 
from the very provinces whose increased revenues are causing the rising 
payments flows. 


ar since these revenues come from domestic and foreign sales of oil, 


gas, and exploration rights, a "full'' balance sheet would allocate the source 
of these revenues across provinces, Panel B does not attempt this exercise. 
However, Table 4 below will provide such a breakdown in connection with the 


impact of a $1 per barrel rise in the price of domestic oil and gas. 


~ 


oy 


2 

aoe oe Thomas J. Courchene "The New Fiscal Arrangements and the 
Economics of Federalism'' and Richard Bird "Report on the Courchene Workshop," 
in Options: Proceedings of the Conference on the Future of the Canadian 


Federation (Toronto: University of Toronto), 17 j7Aepp Tred S50. 


23 mis estimate is based on the assumption that each dollar per 
barrel increase in domestic and international energy yields approximately 
$1 billion for the energy sector, of which the provincial take is about 
40% or $400 million. Since we are over ten dollars beneath world prices, 


this yields foregone provincial revenues in the order of $4 billion. 


ot oee that this transfer is not entirely to the domestic energy 
sector. For Atlantic oil, for example, the transfer is really to Ottawa 
since its compensation per barrel falls by $1, unless the world price rises 
as well in which case the transfer effectively goes to the exporting 
nations. 


yh recent paper issued by Premier Davis of Ontario suggests that 


the cost to this province of a $1/barrel increase in domestic oil and gas 


would be $310 million. See Honorable William G, Davis, Premier of Ontario, 


Oil Pricing and Security: A Policy Framework for Canada, August 1979, p. 5. 
26 


This is not quite correct. Once the 1/3 resource limit is reached, 
each $1 increase in equalization payments arising from non-resource revenues 
will generate an additional 50¢ in resource-related payments in order to 


preserve the 1/3 limit. And vice versa. 


BO: should be noted that it was the 1967 revisions that brought oil 
royalties into the formula, Prior to this, only revenue bases shared jointly 


by Ottawa and the provinces were eligible for equalization. 
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sorte point has been made before in the context of energy rents. 


See W. P, Gainer and T,. L. Powrie "Public Revenue from Canadian Crude 
Petroleum Production," Canadian Public Policy/Analyse de Politiques, 

Vol. 1, No. 1 (Winter 1975), p. 10. As Gainer and Powrie point out 

Section 125 of the BNA Act forbids the taxation of one government's revenues 
by another government so that implementation of this principle would have 


to be negotiated through revenue-sharing agreements, 


eadee Copplestone and Courchene, op. cit. for some of the possible 
alternative approaches to interprovincial sharing. 


OT 18 assumes that compensatable imports are 140 million barrels 


and that the average subsidy per barrel is $10. All Atlantic province oil 
consumption is assumed to be compensated (data are obtained from Statistics 


Canada publication 45-004) and the remaining imports are assigned to Quebec. 
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Appendix 
Table A 
ry Revenue Categories and Associated Equalizations: 1979/80 
Revenues Eligible Equalizations Average Equalization 
for Equalization Entitlements per Dolla 
($ million) for Seven ualized 
Receiving (cents ) 
Provinces 
($ million) 
1. Personal Income Taxes 10,373 768 7 
2. Business Income Revenues 2,774 370 LS 
3. General Sales Taxes 5,620 340 6 ) 
4. Tobacco Taxes TPS) -3 mele 
5. Gasoline Taxes 1,458 32 2 
6. Diesel Fuel Taxes 297 if 2 
7, Non-Comm. Vehicle Licenses 595 10 2 
8, Commercial Vehicle Licenses 522 35 7 
9. Alcohol Revenues: Spirits 899 eh 9 
10. Alcohol Revenues: Wine 232 9 4 
11. Alcohol Revenues: Beer 333 -3 -1 
12. Health Insurance Premiums Le283 39 3 
13. Succession/Death Taxes re 7 9 
14. Race Track Revenues 105 16 HRS) 
15. Forestry Revenues ) G25 59 18 
16. Crown Oil Revenues® 1,144 379 33 
17. Freehold Oil Revenues 63 16 zZ5 
18. Crown Gas Revenues®) 13d Slag) 43 
19. Freehold Gas Revenues.) 4) 2 14 44 
20. Sales of Crown Leases ows 147 39 
21. Other Oil and Gas Revenues 46 17 cig 
22. Mineral Revenues BSZ -9 -6 
23. Water Power Rentals 2s) -11 -20 
24. Insurance Premium Taxes 223 2 a 
25. Payroll Taxes 505 32 6 
26. Property and School Taxes slay 208 5 
27. Lottery Revenues 22 10 5 
28. Miscellaneous Prov. Taxes Tiles) 122 7 
29. Shared Federal Revenues 16 «2 1 
Total 34,780 3,007 9 


Source: Provincial Fiscal Equalization Tables: Second Estimate, 1979/80 


(Ottawa: 


4) Revenues to be equalized represent 50 


sources. 


Department of Finance) June 29, 


©) column 2 divided by column l. 


7 negative entry 


in columns 2 and 3 implies that on 
provinces are "rich" for the revenue category in question. 
entitlements are negative and ser 


1979, Various Tables. 


Prof total provincial revenues for these 


average the seven recipient 
Therefore, the 


ve to decrease overall equalization flows. 


d 
index Bill G=-26, only 1/4 of revenues for this revenue category would enter the 


formula in 1979/80. 
become law. 


However, 


1/2 has been entered, 


since Bill C-26 did not 


gilli L : 
: 
aD a eed call ~ = - 
By eet . a » cy 
Gee ks 22 et dB Fn 7 * _ ak es 23 
iJ 


. ra - ; ey 
ase=vA aiibdess (4p abdss 


re uA) aon ag ‘ 


' 7 7 \ c My ' 
ws aTerre ss 7 f. fel seins 22! 7 
: Riggai. r i eer EY f 
‘ 78 7a = 7 , a Pa a4 4 : 
' ? : 
| f a e 
: oa 4 ft97 « 
f a ‘ - une H iH ; 
- ! i ! ‘ - Hine « 


‘ 
e 


ama ce Bw 


il fe. 
. lye 
‘ - a 
: s ‘ é 
ba = 
5 
«Qi 
? a <i 
q cr 
-* 
tYent 
¥ | 
v7 . re vp 
- 7 
oma .3 
? d » er 
-\ ees 
' i ] a 
» oS 
ery re 
a4 4 ° +» & 
>! ce 
ee a ty | +a 
: 
7 t 7 e 
. B5 : Saw. es 
r A ie ‘ 
é 38x24 ref _ fil _s 
. f 7 a¢ 
pi AS) =” 
'c Pa Oe ‘ _ 
S 25ue0 food f agO7Td . dh 
o : 
| ; Mae oN Ysgol . TS 
° aus 
\ ark 2 aT ¢ ri { eis BS 
s - _ rade |. US 


rs | zvoc 
wed32f) 
- ie : 
$6459 ° (Gz vdjevez .alsnivozd a oO 
1 ‘ 52 
j 
ak tevleg we beblatkS © pa! od 


flo tad? ast lol ob bag 2) faurlas go) vite wel facan 
S60 8, ereanges oudayet let . Mienls! 498 wacdlvars 
4/0 fewu'tosh go Sytew B Bel Sagi s+. 23 =i 
"? oVnaee a (<a 

> oer’ be ate ac : 

7 24" @ © iy 
7. | 


vie 


n 


atai tn} 
ona. ced 
* 9 


i 
1 ‘ 


THE RECYCLING PROBLEM 


by 


BRUCE W. WILKINSON AND BRIAN L. SCARFE 


UNIVERSITY OF ALBERTA 


A paper prepared for the Energy Conference at the 


Ontario Economic. Council,tSeptember 27-28, .1979. 


Outline 


Lee DeCOCUC E.On 

TISSEfC ects of the Enervy Pricer’ Rise: (a) Canada in the World 
TitpwEtirectesoOf (phew hnerey uPrice Rise: (b) Within Canada 

IV Recycling and Foreign Ownership and Control 


V implications for Recycling Strategies 


Preliminary - not to be quoted without permission of the authors; 


comments welcomed. 


Lealntroduction 

"The Recycling Problem" in the context of higher energy 
prices generated by the OPEC oil price increases seems to mean 
different things to different people, depending .upon their particular 
position im the, economics scheme  ofe things. jit+ is, our, contention 
that, ~withinstheniimited,contextsof Canada. alone, the »recycling 
issue is not really one of whether the funds being accumulated, 
particularlysinsthe much=publicized AlbertasHeritage Savings Trust 
Fundj swillrendsupaback,» in thes,income stream..,.Rather,it is,really 
a question of painful, inter-regional economic adjustment to a 
much-changed world and domestic environment. But there is another 
aspect.to.the.recycling issue which seems.to have been given. little 
attention; -andwthat isathesfactsthat muchsof the oil, and. gas 
industry is under foreign ownership and control; in consequence, a 
large proportion of the funds being channelled to Alberta from the 
Rest-of-Canada are really being funnelled into the coffers of the 
foreign-owned multinational oil companies. Also, the high import 
content of much of the investment needed for Canada to adjust to 
the changing world environment should be considered briefly in the 
context.of.,any recycling discussion. 

Accordingly, the next section quickly examines the 
implications for pees dion real income and real GNE of OPEC pricing 
behaviour. Then, from this beginning, the range of effects and 
possible adjustment mechanisms to the resulting economic dislocation 
withinethemyvercdoussrecionssof,Canada,are, brieflyysuxveyved. These 
reviews. setathesstage for. the,sthirds section of thespapexr, in which we 


examine the implications that foreign ownership and control of much 


of the Canadian mineral fuel and manufacturing industries have for 
Canada and its economic response to the altering world. The final 
section considers a number of "recycling options" in the light of 


thiswarscussion. 


rrIesetiects ofthe Energy Preieeskase: Ca») Canada in the World 


Much theoretical and empirical work has been done on the 
effects of the OPEC oil price rise on the Rest-of-the-World (ROW) 
and individual countries therein.? Lt te*notVout@= intention to. go 
over this ground thoroughly again. Our main focus will be on 
Canada and what we see as particular Canadian problem areas that, 
to date, seem to have been given little or no attention. To 


identify the areas we see as significant, however, it is appropriate 


to skim quickly some of the main aspects of the broader picture, e 
from a Canadian perspective. 

The price effect’ of sthe*oil=pricerincressetheac peen that 
the terms of trade of the OPEC countries have improved and so there 
has been a massive income redistribution from ROW to OPEC. But 
because Canada has been a net energy ex porl ere the consequences 
for it do not appear to have been as serious as for other non-OPEC 
nations. It is reasonable to believe that there has been, and will 
continue to be, opportunities for some substitution of other factors 
for energy in the non-energy sector of the econony (such as the 
installation of more insulation, improved efficiency of gasoline 
engines etc.), and that resources have been, and will continue to 


be mobile to some degree from the non-energy to the energy sectors. 


Under these assumptions, and excluding for the moment any effects 


from changes in the size of Savings, 1c cen pe snuown that, ~metially, 
real income will have expanded beyond its original level, although 
real output May De no rearger tCnane itt was berore the energy price 
yore 

The higher real income, however, will tend to increase 
savings; tn scditrons internal income reqistripuciton elfects may 
fUrther augment the pool of Savings, although this is not certain 
because the variety or™=fiows taking prace rs ‘complex. “Incomes will 
expand for producers of energy other than oil and of energy 
Substitutes; ana "wlll tend wo contracc Or maker sof “products 
complementary to energy, like large automobiles. Again, there will 
be income redistribution effects brought about by the changed 
spending patterns resulting from the initial internal income 
redistribution. Whether total savings are augmented will depend 
upon whether the income gainers have higher or lower marginal 
savings propensities than the income losers. A net shift of incomes 
from real wages to real profits may be expected to raise total 
savings. A transfer from individuals and corporations not 
benefitting from the energy price hikes to governments may, or may 
not, expand savings depending upon which government is benefitting, 
or at least, upon what the government's policies are. If it uses 
the extra revenues either for consumption directly or via transfer 
payments to individuals, or for paying off debt held by the central 
bank and thus reducing the money eeasiee total savings could be 
decreased. If it accumulates a large surplus for investment in the 
private sector of the economy, savings may be enlarged. We shall 


return to the influence of governments later in the paper. But for 


now, it is perhaps reasonable to suggest that income redistribution 
effects probably will not prevent, and may contribute to, the 
higher total savings that may be expected if total real income 
increases for the economy as a holes: lf this isso, then wiover 
time, additional capital, formation, will .be fecititated; and the 
time path of real GNE may even be higher than it would otherwise 
have been, or at least no lower than without the dislocation of 
the OPEC price increases. 

Given the framework used so far, it can also be ete 
that allowing for international capital flows should mean that a 
net energy exporting country like Canada can expect capital inflows 
for energy development and hence an even higher growth path for GNE 
and real income. 

But two other considerations should be introduced at 
this juncture. First, any favourable effects upon Canada will be 
moderated to the extent that new energy production is much higher 
cost production, even rising to approximate world prices. That is, 
with more real resources required to produce a unit of energy than 
in the, past,.real income and real GNE cannot be as great as otherwise. 
Moreover, Canada's position as a net energy exporter would then tend 
to diminish. The more important this phenomenon becomes, the greater 
is wthe Jikelihood that tsusetained .or rising worlidwipeicesstonumene: cy 
will eventually adversely affect Canada's real income and real cne.° 

Another important consequence for Canada results from the 
fact that the income and real GNE of most of the non-OPEC world was 


unfavourably affected by the oil price increases. The magnitude of 


the impact upon individual countries of ROW has varied with such ( 


influences as the degreee of their self-sufficiency in energy, 
their competitive ability to appropriate e share of the OPEC import 
market, and the policies they pursue to achieve internal and 
external Pola a In general two effects have been evident. On 
the one hand, the higher price of oil has led to higher prices for 
other energy products, energy substitutes, and commodities using 
energy as an input to a greater or lesser degree, directlyor 
indirectly, and has caused the general price-level to jump upward. 
This latter consequence was inevitable unless the prices of other 
products were to have declined Ssuriticientiy. _~ but with money wages 
inflexible downward, such price declines were unlikely to occur. 
Hence, the OPEC price hikes have been cost inflationary. But 
concurrently, the shift of income to OPEC from ROW, and the higher 
saving propensity of OPEC meant that total savings Of etne world 
increased. Although new opportunities for investment were created 
in ROW, actual investment expenditures have responded only with 
some lag since it takes time to develop new investment plans, 
arrange appropriate financing and so forth. Hence the income 
redistribution has been demand deflationary and unemployment 
Seating It probably need not have been as severe as teeWes, -L£.05 
some economies may have overreacted to the cost inflationary aspects 
of the situation, perhaps because they may have misjudged the kind of 
inflation they were experiencing. Nevertheless it meant some 
reduction in overall imports for many of the nations involved, and 
hence reduced exports for Canada. Our earlier discussion ignored 
this possibility. When it is taken into account, the net impact 


upon Canada of the price rises has undoubtedly been less favourable 


than initially pices ede 

With this broad context in mind, let us examine more 
closely the situation with respect to the different regions of 
Canada and the "recycling" problems which may be, or should be, of 


COMGe rir. 


Ill Effects of thevenereverr ceun tse: Cbiye) Vboh in aCanadea 


The issue receiving common attention is the redistribution 
of income, primarily to Alberta, from the Rest-of-Canada CROG)i 
Usually, the focus is upon the size of the Alberta Heritage Savings 
Trust Fund ($4.7 billions as at March 31, 1979) and its expected 
growth in the months and years to come, even without any additional 
increases in the prices of petroleum and natural gas, as the 
Government of Alberta skims off about 30 percent of the oil and gas 
revenues it receives for investment purposes. 

This is, of course, too narrow a focus. It considers 
only the financial assets being piled up by the Alberta government 
in its Heritage Fund. Often ignored is the value of funds being 
channelled into private hands in Alberta too. The Alberta Economic 
Accounts provide a rough measure of the total aegasite ce of the 
redistribution MromeROO BtoMALbertas/\Forathe years pl 973-1978 
inclusive (Table 1), Alberta accumulated a total surplus of goods 
and service exports over Bm por tara at market prices, of $17.8 billions. 
(Prior to 1973, the province consistently had a small deficit each 
year, amounting to $2.5 billions for the years 1961-1972 inclusive.) 
Of the gross export revenues from UO 7 je oue oc weot 4654 .65b31. Lions; 


$24 billions or 44 percent were the direct result of higher nominal / 


TABLE 1 


Alberta's Trade In Goods and Services With 
The Rest of Canada and The World, 1971-1978 


(Billions of DGllars) 


Constant 
Dollars 


Current 
Dollars 


1971 SRY Sarr a Sa $ 259 Sis - 72 
a1. =. 351 sag =r 
4.6 6 3.6 s5 ee 
7.8 2] a5 3.6 -.1 
9.0 a5 chara 304 a8 
On 22 3.4 4.0 ~.6 
Luke 783 4.1 an5 & 2 -.7 
sup arws 8.4 Ser7) 3.4 ue ~.9 

ee ee $60.6 643.1 SO as $26.6 


: Te 
Cumulative 


Source: Bureau of Statistics, Alberta Treasury, Government of 
Alberta. Alberta Economic Accounts, 1978 (Sept. 1979), 
Tables) 2-and 3. 


Notes: loor the years 1961-1972 inclusive, Alberta had a 


persistent, although small, deficit inrits,trade 
accounts, amounting cumulatively to S25.) De pele thon. 


prices for oil and natural gas which resulted in an improvement in ( 
Alberta's terms-of-trade » EClaple =) sev et, 10 2 purely financial 
sense, and if Canada were a closed economy, this could not be 
considered to constitute a recycling problem. The funds passing to 
Alberta would have to be put somewhere. If they were left as 
short-term or long-term deposits in chartered banks or other 
financial institutions, these institutions would be attempting to 
lend them out. Or the funds might be used directly by the owners 
to invest in short-term or long-term securities. Either way, they 
would be back in ithevmanketepiece..If,! as a consequence Of “the 
income redistribution, total savings in the economy were augmented, 
the result would tend to be a decline in the real rate of interest, 
at least at first--until the new investment opportunities created 
by the energy price increases were taken up. There would probably i 
have to be some adjustments in the term-structure of interest rates 
to match up the preferences of the suppliers and demanders of the 
funds. The intermediation function of the financial community would 
be an active one. But there would be no financial recycling 
problem per se. This situation is akin to OPEC vis-a-vis ROW as a 
whole. 

Of course, what becomes clear is that it is probably not 
the financial recycling problem that most people are really 
concerned about, but the broader problem of macro-economic adjustment 
to the terms-of-trade advantage of those areas endowed with 
relatively large quantities of fossil fuels. 

The problems are more serious for some provinces and 


regions of Canada than for others. In general, the adverse effects f 


=o f- 


TABLE 2 


Alberta's Exports of Petroleum and Natural 
Gas to the Rest of Canada and the World 


(Millions of Dollars) 
PETROLEUM NATURAL GAS 


Currvenc Constant Current 
Dollars 1971 Dollars Do elgaas 


Constant 
1971 Dollars 


LOFT LS 


Cumulative $25,265 $8,609 $11,185 


Sods OGL 


Source: Alberta Bureau of Statistics. 


— ire 


upon real income for energy-importing provinces or regions will be 
lower the closer they are to being zero energy importers; the more € 
substitutable are labour and capital for energy; the more mobile 
are labour and capital between the energy and non-energy sectors; 
the more the redistribution of income within the area enhances the 
savings rate and hence the availability of funds for augmenting 
investment and subsequent productive capacity and income; the fewer 
the number of commodities produced in the area that are complementary 
with oil and natural gas; and the more products produceable 
competitively within the area that are substitutes for oil and 
natural gas and also for energy in general, or are exportable to 

the energy exporting province(s), especially if these products are 
income elastic--and hence the larger the investment opportunities 

in the area for internal savings or savings attracted from elsewhere;_ 
and finally, the less the degree of downward rigidity in real wages-- 
and thus the less the unemployment that will tend to be created from 
the initial energy price increases. 

It would be difficult to disentangle and assess the net 
results of these various effects. Perhaps a few broad observations 
may be made, however. First, although the Maritimes would presently 
appear to be in the least favourable position with respect to a 
number of these considerations such as the limited flexibility of 
much of their labour force, the narrow base of manufacturing 
activities, and their questionable scope for attracting savings from 
internal or external sources into new opportunities, the discovery 
of commercial quantities of petroleum and natural gas in that region 


(following from@ittemSable lslandegas find, +or example), could € 


~ Sloe 


quickly reverse any estimates one might make of their comparative 
position vis-a-vis the other provinces. 

Second, one of the main mechanisms of adjustment used 
among nations disadvantaged to varying extents by the OPEC ofl 
price increases, is not availa lewtouthe Vindwvidualsprovinces in 
Canada--the exchange rate. And the value Gietheuwanadtanddollar 
which may be appropriate for Alberta may not be appropriate for 
Ontario or Quebec. Hence a much greater burden is placed upon 
remaining mechanisms such as diversity in the rates of money wage 
and real wage increase among provinces, interprovincial labour and 
capital mobility, labour retraining, and government policies 
facilitating these alternatives. 

If interprovincial and/or inter-regional divergence in 
real wages is not permitted to occur, perhaps owing to union 
activity, federal wage scales, or some other tsuich “reasons, 
unemployment will be even greater in the energy poor areas and a 
greater burden will be thrown on the remaining means of adjustment. 
Notice, in this regard, that the unemployment frequently Wille not 
be easily reduced by standard aggregate demand policies. Much of it 
will be of a structural nature. To illustrate, plants geared to 
producing large, gas-guzzling automobiles cannot bei*kept “et “full 
employment simply by the usual monetary-fiscal policies for coping 
with sedefictent Benin 5 Structural changes will be necessary. 
The retraining and geographic relocation of workers to handle new 
jobs opening up--such as those associated with the construction, 
operation, and maintenance of heavy oil sands plants will be 


essential. 
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The need for real wages to differ among regions becomes - 
even more evident when it is remembered that, on the one hand, 
labour retraining and geographic mobility is a slow process, and 
on the other hand, without such differences poivetencapil taietlows 
within the nation may well be "perverse" in the sense that they 
accompany the labour flows to the prospering sections of the 
country. 

These brief remarks suggest that the problems of 
adjustment within Canada to the world oil price increases are 
substantial. Most people are probably aware of them, and with 
varying degrees of reticence, beginning to make such changes as 
are within their power to make. In the final sections of this 
paper, we shall make some comments about policies which may assist 
in minimising the adjustment problems. But first we would like to ( 
address another aspect of recycling which relates to the fact that 
Canada is by no means a closed economy. The existence of substantial 
foreign ownership and control of the Canadian economy creates 


additional problems, to which we now turn. 


IV Recycling and Foreign Ownership and Control 


As oil and gas prices have moved upwards in world markets, 
attempts have been made by Canadian governments to appropriate for 
themselves and their residents as much of the economic rents as 
they could. For example, Alberta has wanted world prices for its 
oil and gas, though it has been willing to see domestic prices 
adjusted towards world prices by auseriies “of fsitag css the set 


importing provinces have desired much lower prices; ~oms4atsbegst a a 
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greater share in any expanded returns Alberta enjoyed, whereas the 
federal government has been torn between its desitestoscoptrod tne 
rate of inflation, and its desire to reduce its oil-price 
subsidies to Eastern Canada in relationship to the revenues it 
receives from excise and export taxes as well as the corporate 
profits.tax.as applied itor the petroleum industry. Royalties were 
initially increased by the producing provincial governments; 
provincial royalties were then made noneaecductible ,foreféederal 
corporate income tax purposes; subsequently, oil companies were 
given a “resource allowance", which was equivalent to permitting 

a sizeable portion (or in some instances, such as on production 
from non-crown land, more than 100 percent) of the provincial 
royalties to be deductible from their income in computing federal 
tax. 

Throughout this period, analysis and debate tends to 
have been concentrated, on the one hand, upon the Alberta government 
versus the Ottawa and Ontario governments and, on the other hand, 
upon whether Canadian prices should be raised to world levels. We 
shall have a few comments to make on these questions later in this 
paper, where we express the view that domestic prices should be 
allowed to adjust towards world prices for allocative reasons 
already well documented by eee ae For now, however, we would 
like to focus upon the matter of the large foreign component of the 
oil and gas industry, which has frequently received comparatively 
little attention, even though it has, undoubtedly, been lurking in 
the background of many observers’ minds. 


The most recently available data on foreign ownership and 
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control of the mineral fuels industry (which is very much dominated ‘a 
by the petroleum and natural gas sector)" is ‘for’ 1974 —7 6. Depending 
upon which definitions one uses, the foreign presence accounts for 
between 78 and 83 percent of both industry sales and profits.!° 

These percentages obviously do not take into account the acquisition 
of controlling interests in Husky Oil by Alberta Gas Trunk Line, 

or of Pacific Petroleums by Petrocan, but they provide a useful 
guideline for what follows. 

About six years ago, even before much discussion ot the 
division of oil and gas revenues, and ensuing tax changes, had 
occurred, some rough estimates Suggested that, quite apart from 
any desirable allocative effects a simple raising of the oil price 
may have upon the efficiency of domestic consumption and production, 
nevertheless by generating economic rents this price increase € 
involves a net transfer from the pockets of Canadian consumers to 
foreign shareholders because of the high degree of foreign ownership 
in the industry.?4 In other words, with existing tax and royalty 
schemes Canadians would not be able to appropriate for themselves 
the full benefits that higher Prices for? their own oil and gas 
resources might produce. Essentially, there would be a redistribution 
of income from Canadians to foreign oil companies. Put differently, 
since nonreplenishable resources are really” ay formvor™ capita ha 
transfer of the ownership of this capital from Canadians to foreigners 
would be involved. 

In view of the world energy price increases beyond what 
anyone dreamed likely six years ago, and the changed royalty, income 


tax and export situation for Canada, it seems useful to examine once C 
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more the implications for Canadians of raising oil and gas prices. 
We shall limit ourselves to crude petroleum, for it amply 
demonstrates the situation, although a similar exercise might be 
undertaken for natural gas as well. 

For simplicity we initially ignore changes in supply, 
demand, exports or imports that may result from heeier-orl=prices. 
Let us think of a situation where the world price rises by one 
dollar a barrel and the domestic wellhead price is also allowed to 
rise by the same amount. Thus, no change inthe *expoere -tax -is 
involved. (Suppose, for example, that the domestic price is “also 
being increased by one dollar fromesil3¢75 sper barrel «)* We "shall 
assume that there are no increases in operating costs such as 
higher energy costs to pump out the oil--or at Beast ePit there “are, 
they are minimal and can be neglected. Accordingly; *the total 
price rise can be interpreted as revenue to be divided among 
governments and either domestic or foreign shareholders of the oil 
producing companies. We also view the retained earnings of foreign 
oil companies, even though reinvested in Canada, as a-cost to 
Canada as well. Such reinvestment expands their control over the 
nation's resources and the dollar costs to Canadians of future 
production and/or price increases of domestic oil as dividend 
payments and/or capital withdrawals occur. 

The foreign share of the bigger revenues will be that 
remaining after deducting provincial royalties, federal and 
provincial corporate income taxes, wrenhol ding: "taxes, rand “Che 
portion of remaining oil industry profits to which Canadians are 


entitled. But in making these calculations the proportion of 
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production sold abroad must be taken into account, as the revenues « 
therefrom come entirely from Boueievers¢.e 

We shall use Alberta royalties, which average about 
42 percent on crown lands--from which about 80 percent of Alberta's 
production is derived--and about 124 percent on freehold lands-- 
which account for the remaining 20 percent of Alberta's Rts ae 
The federal corporate tax rate of 36 percent is applied to oil 
profits after deducting the resource allowance on crown lands of 
25 percent of gross revenue from production thereon, less operating 
costs and capital cost allowances. This allowance in Alberta 
averaged, for the early were of 19.7.9 shabout y2Z2bpencentioterroscs 
Pevenwet. But since we are assuming no increase in operating 
costs when the price of oil is raised, we shall use 25 percent as 
our figure for crown lands. On freehold, the oil producers receive ¢ 
a@ resource allowance for the full 12% percent royalty they pay the 
private owner, plus 25 percent on gross revenue after this royalty 
and other costs are subtracted. Together, these will total about 
34 percent of total additional corporate revenues. (Notice, in 
passing, that producers on non-crown lands get favoured treatment 
over those on crown lands.) Provincial corporate taxes are 1l percent 
on profits after deducting royalties paid either the provincial 
government or freehold owners. 

Federal withholding taxes on dividends to countries with 
which Canada has a tax treaty, such as the United States, are 15 
percent, although if a company has at least 25 percent of its shares 
held in Canada, it can qualify for a 10 percent withholding tax rate 


On payments Meal Wei ishall asiel Sippenucents, geo, clearly four ¢ 
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estimates of this tax are a maximum. For the extent of Canadian 
ownership of profits after royalties and corporate income taxes, 
we use the 82 percent Siete OY 

Canadiani exports» frome domestdce production of crude oil 
tomtherUndiited Statesd for. the: first six ’monthss0fl1979 averaged about 
1 O.i2epercenteofeitotal. outputhes Wel alsop allowed: for, exportssof 
Canadian‘ crude in the form of refined products, amounting to about 
another 2.6 percent of domestic output, so that total exports were 
taken itos«be) abouts 12eas8 Seye ee 

Utilizing these various percentages in the model, we find 
that! the foreign share) of asoneidolleari per) barrel; increase, in, oil 
prices, in the world and Canada simultaneously, is about le iced) tis 
per barrel. If there were no exports, this would be the average 
tos s) co feefunds) bypCanedieans, piper: barrielj ofsjoiliproduced,,from) each 
dollar increment in the price as we pay foreign investors more money 
for the privilege of consuming our own resources. Once allowance is 
made for existing oil exports to the United States, for which the 
full payment comes from U.S. residents, the average loss per barrel 
of oil produced for each dollar price increase is reduced to Beno) 
Sede as At 1979 rates of production of about 1.8 million barrels 
daily or 650 million barrels a year, this modest figure amounts to 
about $55 million each year. If we were talking of simultaneous 
price increases in Canada and the world Of ISL0pepiertebarrieds., thie 
annual numbers are more impressive--$550 million. And if a remaining 
10 year life on existing conventional oil reserves ats jaibout? $65.55 
billion barrels were assumed, ‘the “losses would be in the billions of 


doll drs eaeihescsllosses:) wouldcnot.« ofacourse,: besusimpbysten times the 
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foregoing number, since an allowance must be made for rising 
recovery costs as existing reserve pools become depleted. We 
return to this question below. 

Given the existing level of exports and the structure of 
resource taxation, Canadian ownership of the oil industry would 
have to be about 50 percent in order for the nation to avoid a net 
transfer to foreigners of the additional economic rents resulting 
from any oil price increase in which the industry itself receives the 
higher price at the wellhead. Butedttacover time,s Canadians-o81 
exports are reduced below the present level of approximately 13 
percent of production, then Canadian ownership word? eines tasty, 
have to be increased even more, for Canada just to break even. 

Given the structure of resource taxation, if exports were Zero, 
100 percent ownership of the industry would be required to prevent é 
any economic rents going to foreien firms. 

To this juncture, we have assumed that Canadian and world 
prices were raised together so that we did not have to consider 
changes in the export tax. If, however, the domestic wellhead 
pric e7loi- (on Liwe rie allowed totcincreagse bygone doblarivasbarrelwicoupled 
with a one dollar decrease in the export tax, then, from the viewpoint 
of Canada as a whole, there would be a redistribution of income from 
Canadians to the foreign-owners of the oil industry equal to over 
21 cents per barrel on all Canadian production either consumed 
domestically or exported. The annual cost of this policy would be 
$138 million. If the domestic wellhead price were permitted to rise 
to ‘world lbeévelis sGabowtesS5 {25 vabovemthe existing price sat fehe tine 


of writing), and the export tax by the federal government were « 
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simultaneously removed, the cost to Canadians would be $2.11 
billions een ice 2 ve 

Notice, however, we are not arguing, at this point against 
raising domestic crude oil prices to would) sievVels om iindeedse it “is 
our view that a gradual adjustment towards world prices is essential. 
In ignoring the allocative benefits and ‘concientrating on the 
distributional costs, we are merely suggesting that because Of Fehe 
hiciiproportion tofat omelen ownership of the oil and gas industry 
in this country there is a potentially large cost to Canadians as a 
whole if price increases are allowed Wir cliv actos INObe the ker tt hes fores sn 
ownership factor into account when the method of increase is devised. 
Clearly, some revision of the existing structure cfeiroyalty erates 
and resource taxation is required, at least for existing production 
levels coming from known conventional oil fields (or old oil), as 
world prices foriicill are phased iin and the current export tax is 
removed. The simplest way of doing this would be fort the federal 


government to replace the current export tax Walths anrexcice sbe3" 00 


all domestic production of conventional crude. But this simple 


arrangement is clearly unacceptable to the producing provinces. 

We view this actual or potential shifting of fan dist a rom 
domestic ownership to foreign ownership as at lea sti aistisubstential 
a problem as the types of East-West confrontation within Canada 
that have Aoamendicdvaso much lattientiion’.® ) Astwellshall) indicate) /in the 
final section of this paper, this perspective provides a number of 
insights for assessing present and future Canadian policies related 
to the energy problem. But first, several possible arguments 


against our position should be mentioned and addressed. 
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One of these:ds) thatichts teil exceeding ly mencamtitistic... 
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to desire policies which benefit Canadians at the expense of 

otherss aati” The term "mercantilistic" used to have a fairly 
precise, and useful, meaning but more and more seems to have become 
one which economists use to dismiss arbitrarily anything in 
international trade policy discussions which they do not like, 
without necessarily having thought the matter through carefully. 

One does not need to be a mercantilist to make a good case for 
policies benefitting Canadians as a group at the expense of foreign- 
owned oil companies. Very simple welfare analysis suggests that it 
is; the: proper thingi to: doijfromithemviiewpoint: of) worl dawelwate.) lf 
one accepts the idea of diminishing marginal utility of income, and/ 
or that it is desirable from a welfare point of view that income 
should be redistributed from those with higher incomes to those ¢ 
with lower poorest ia the: case: ities made: 5 Tort hes jexitienmtiat hatratine 
foreign oil companies are owned in the United States, then, since 

on average, Americans and, more particularly, ‘the owners: of oil 
companies have higher incomes than Canadians, world welfare is 
improved by redistributing ancomestin ‘favourscof) Canaddansa ssnwen 2 f 
the oil companies are not owned by Americans, to the extent that ine 
are owned by foreigners in the income groups with higher earnings 
than average Canadian earnings, world welfare will be enhanced by 
redistributing income to Canadians in general. We should thus be 
cautious about branding any wish to protect Canadian interests with 
thes pejorative? tterm) “mercantildastacl’: 


Another view is that this simple type of analysis cannot 


shed much light on Canadian versus foreign income gains because the € 


— 4775s 


matter is more complicated than allowed for by our model. 

Foreigners own manufacturing and other companies in Canada as Well, 
and export some of their produce. Canadian-owned firms facing 
changing oil prices also export part of their output. Surely cthese 
matters must be taken into account more precisely for any calculations 
to be meaningful--or so the argument goes. 

To allow for these possibilities, however, does not alter 
our conclusion that the high degree of foreign ownership of the oil 
industry warrants the development of policies while do "note permit a 
net loss to Canadians in general from raising the price of their own 
resources. Consider foreign ownership of domestic manufacturing 
firms selling both to Canadians and abroad. Suppose the internal 
price of oil is allowed to rise to world levels, but concomitantly, 
foreign oil companies are prevented from obtaining the benefit of 
the economic rents on existing production which such a policy might 
allow, so that there is no net loss to Canadians fOMee cl eSemSiOW Wer. 
Suppose also that prior to the increase, in ine iwithy the scurnment 
situation, Canadian oil prices were below those te tale so that 
the foreign producer in Canada had the possibility of gaining some 
economic rent, or a return above that necessary to keep him in 
business in Canada. He might obtain this because he was able to 
sell to Canadians at a price approaching that charged by producers 
from foreign lands whose costs of energy were higher (assuming 
competition within Canada did not compete 2uewrsuch xtra tnetuuns 
away). Or he might be exporting and getting wor ld épmices: sf oraghis 
output. Either way, the raising of domestic oil prices to world 


Neve saucduidienenoveethis scope for much foreign-owned? processing ox 
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other non-energy-producing firms in Canada to gain above the 

required rate of return to keep them in operation and would involve 
some additional redistribution of income from foreigners to Canadians 
ine thes process. 

Canadian-owned firms exporting part of their output would 
also lose extra profits on sales abroad as domestic energy prices 
rose to world levels. Since the firms would have been selling at 
approximately world prices anyway, even before the domestic energy 
price, increase), this, would: not, pe. acusituation, of, Canad tans sloscine 
and foreigners gaining. Rather it would represent an income 
Te Cassis pte) Om muWea rian Cena LAWS. « Wohl Cpe tet r.0.dal CO to nec pear On) — 
energy producing firms does not in any way invalidate our conclusion 
that oil price increases should not be permitted to be an occasion 
for a transfer of funds from Canadians to foreign-owned oil z 
companies. 

A third argument is that if foreign-owned oil companies 
are not. permitted tovextract. the full benefits jot she pmicesncteases,, 
one of the main reasons for letting energy prices rise towards 
world levels will be lost, namely, the development of additional 
supplies will not be stimulated Set eaten ee Whatever may be 
the case for the development of new more expensive sources of 
petroleum energy, it is not true that prices on present reserves 
need to be raised to generate appropriate incentives. To do so 
would only add to the economic rents the oil companies are already 
obtaining at sthe ss dseeuep ms ce. 


That there are economic rents at this price, and that the 


oil companies are obtaining a share of them seem both to be « 
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reasonable conclusions. Nearly all of existing conventional 
petroleum reserves (at least 96 percent) were discovered prior to 
1973, at which time oil companies were found to be making a 
comfortable rate of return of greater than 15 percent, even though 
the average: 1972) ¢rude ollie price’ was only S277" per ee treme 
Granted, operating costs have risen about $1.07 per barrel since 
then: (from Sho tn Wo7i2mroms fs 09s neo 6, but that “still fs "not 
nearly enough of a change to alter the fact that there are enormous 
economic rents to be obtained from current production of existing 
reserves. It is clear, therefore, that there is no sound economic 
reason why oil companies should be permitted to reap the gains from 
still higher oil prices on the great majority of current proven 
reserves. Th Tact. Sif Ponesusese thew 972" price’ of S227 7-rantdadds: on 
$1.07 per barrel for increased operating costs, one could argue 

that even at today's price of $13.75, large economic rents are being 
drained off by the foreign multinational oil companies. Given the 
royalty-tax structure outlined previously, these would amount to 
about: 82°cents per barrel, or, at current annual rates of=production, 
Siow sseis million per year. For a nation that claims to need 
massive capital inflows all the time, and is increasingly going into 
debt internationally, this seems to be an unnecessary imecy clang 

of Canadian wealth’ to foreign investors. 

To return to the main issue under discussion, namely, 
Stiiim@higher orleprices’ to stimulate additional new exploratory 
drilling and development, and secondary recovery techniques (and 
therefore to maintain full employment of drilling rigs and crews as 


well) two or three comments are necessary. First j“hestthe 
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arithmetic been done to indicate that a wellhead price per barrel 
greater than $13.75 is necessary to accomplish these objectives? 

Or, would higher prices on new conventional production simply 

provide new economic rents? Is perhaps the real constraint the 

skilled manpower required rather than an inadequate return? We 
mightsnote that ‘even without, ithe most secentaotts price Socresacse, 

there has been quite.a phenomenal expansion in drilling activity 

in, r.ecent-years--from, 5597) wedis, ing 1O7Seto 10,0439 weld seinea.97 § > 

and the shortage of experienced workers just in this part of the 
operation alone has been a problem. Note also, that exploration 

and drilling incentives such as extra tax rebates for new expenditures, 
or subsidies for new wells are a way of increasing the rate-of- 
return on investment and have the advantage that the funds provided 
would have to. besused int Caenada,+dn thesoilsindustcy «torvexpeanding ts 
Canadian capacity, and could not be diverted for use in other 
industries or other countries. 

In brief, this section of our paper suggests that more 
attention needs to be given to the significance of the large foreign 
presence in the Canadian oil and gas industry when considering 
energy policy. We have focused only on the distribution of the gains 
from energy price increases with respect to foreign-owned firms. 

We might also have noted that any economic rents which they are able 
to appropriate are not the only possible source of loss to Canada. 
For example, as a number of studies have sHommeee foreign-owned firms 
generally import.e larger proportion of¢gtheirypurchasedwinputs than 
do domestically-owned firms, thus reducing the potential market for 


Canadian producers of machinery, equipment and component parts, and ( 
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causing greater leakages from the Canadian income stream than might 


otherwise be necessary. 


V Implications for Recycling Strategies 


The foregoing discussion suggests that foreign ownership 
and control of nonreplenishable resources is not an irrelevant 
issue when considering methods of raising energy prices. The export 
tax route that Canada has been following is certainly a means to 
prevent a portion of the economic rents from going to foreign-owned 
oil companies. An excise tax on domestic consumption is a means 
to do the same inside the country, while simultaneously forcing 
consumers to reallocate their spending to reflect the world's 
valuation of energy costs. Drilling and other exploration or 
secondary recovery incentives can be used to encourage additional 
supplies of conventional crude production. 

These possibilities, however, ignore two other issues of 
importance in this context: (1) which level of government should 
receive the economic rents, and (2) how should the funds be repekege= 
These are really aspects of the broad macroeconomic adjustment issues 
outlined in the second and third sections of this paper. Hence, in 
what follows, we draw on these sections and various well-known 
characteristics of the Canadian economy. We shall not attempt to 
discuss these questions in full, for they favlaAtolathargemdesree 
squarely in the domain of other papers at thisecoenfietences Pabutia 
few comments can be made. 

First, given the enormous projected needs for investment 


in the energy producing sector in the years ahead,--not to mention 
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the other huge anticipated investment needs in sectors such as 
transportation--any decision about which level of government should 
receive the economic rents from Canadian oil (and gas) resources 
should be made, in part, according to which government is most 
bikely eto tuse tthe funds afor productive .captitab tiormation rather than 
current iconsumption. asOruto «put (theamattenyanctheriway,gtne 
distribution of revenues should be made only with a national 
agreement and understanding that a certain (large) proportion must 
bevenployed sforncapitakliformationsin the -enereyysectorsfaetiris 
really not so important which government receives the funds as it 

Ye ttheat ‘measunes are taken tovinerease?the ratesofLenational@savings, 
and that these savings are employed, not foolishly and wastefully, 
Suchtasstolbuildgnew ofpnicerbuitdingsifor civilsservantseingtult 
when there are already adequate buildings in Ottawa, but for ( 
purposes which will yield an adequate rate of return in the future. 
If such revenues are used simply to reduce taxes or provide 
unemployment insurance benefits or other transfer payments, national 
savings are not increased. The only rise in savings will be that 
resulting from the general desire of people to replenish their cash 
balances in the face of inflation (should the money supply not be 
inetréeasing «rapidlytenoven forathemetondowthisvotherwise) .Jsthat ais 
tomsay, 2ourleatiier observetsonsinesection It thatesavingsanay 
increase in the energy exporting area may not come about if it is 
governments who extract the rents and if these governments have as 
high, or higher, propensities to consume than do the individuals who 
eonsume thesenereytat “higher cpricesw#esinus,etoreign ownershipe.s) noL 


the only issue. Government vision and responsibility are ( 


important. toon 

These remarks are also useful with respect to the use of 
the. Al bertasHeritage,.Savingsi Trustertnd. }eThestirstequesticnsis, 
given the vast needs for energy investment in this country, is a 
Heritage. Fundethat accumulatessonly 30 percentyeiathewsrevenves, 
that.~d sos c0spercenteoreathe valueyort orescurcevassetsasoldioit; 
sufficient, or should the percentage be even higher? We take the 
view that it is essential for the whole of Canada that 
someone undertake the required saving for the days when our non- 
renewable resource stocks are depleted; the fact that a provincial 
government is undertaking at least part of this saving may at 
leastievaranteeethatatteactuallysoccurs.uetHowever,sitpisyoureview 
that a larger. percentage of the.value.of resource assets~sold off 
by the Alberta government should be placed in the Heritage Fund 
each year. 

Second, whatsisithe optimals,use of athe Fund '‘ssresources 
in the light of the foregoing observations? Lending to other 
provinces or even the federal government for them to meet their 
consumption needs is certainly not optimal. There is no guarantee 
whatsoever that investment in the country will be expanded by this 
route. Albertans may have the interest payments coming in in the 
future, but no net wealth will have been created for Canada and 
Canadians in general. Lending for direct physical investments in 
other provinces such as the Prince Rupert grain terminal is clearly 
another_matter, however. 

Third, the problems which foreign ownership create suggest 


that Alberta would be well advised to invest in the energy sector 
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directly, or indirectly through a government and taxpayer-owned 
corporation. This investment should be in the form of equity, not 
debt, so that the gains from additional world energy price increases 
will?’atcrte "to this *corporationgracher’ than to foreien’ investors. 
There is, essentially, no investment where the market risk of 
insufficient*futurée~sales couldpbe tessa than®in enercy= today. 

(The risk of loss of real capital value in such investments is 
probably much less than the potential loss in lending to other 
provincial governments at ten percent interest rates.) 

Not incidentally, Alberta would probably be better off 
investing in oil sands plants, which actually involve refining as 
well, ‘and-in that“sense are ’manufacturine, than attempting to invest 
Or promote investment in industry in Alberta for which the local 
market is-insufficient in size for‘sufficient economies of scale to ( 
be achieved to compete effectively with imports from production ; 
elsewhere in Canada or abroad. It is true that there are many more 
industries for which production to serve the needs of two million 
people, especially when they are isolated to some degree by 
transportation costs, can be competitive than was once thought. 

But still, given the vast needs for energy production in Canada in 
the future, and the knowledge that much of this energy production 
will have to come from*Alberta, whéether=it is*conventional oO11 and 
gas, heavy oil; olf sands; *or-=coail sic may not be a Sensible policy 
for Alberta to overheat the economy even more than now by attempting 
to stimulate a lot of other types of manufacturing, even if these 
could be competitive. Just the continuing investment in housing, 


and the wide range of supporting social overhead capital or ( 
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infrastructure, plus the warehousing and merchandising and service 
industries that an increased population demands, will mean that 
investment and employment in Alberta for growing numbers of people 
will continue well into the foreseeable future. 

Note too that perhaps other provinces like Ontario might 
view more favourably the retention of oil revenues by Alberta if 
Alberta showed more interest in increasing its purchases from the 
“rest of Canada, not in decreasing them in favour of local 
production. This is one of the major ways that the Canadian macro- 
economic adjustment problem would be simplified. 

THistbeadecuto mnotnéere pointer elating. to, -the, propensity 
of foreign-owned firms to purchase more of their needs abroad than 
do domestically-owned firms. Since it is well known that Canada is 
going to have to have: many more oil sands plants in the future, it 
would seem reasonable that Canadian firms should negotiate with 
foreign bidders on the huge amounts of machinery and equipment which 
Canada has to import (imports equal 75% of domestic consumption-- 
although Canada also exports some specialized machinery and equipment 
too) to obtain a license to produce them in Canada. Where the 
technology of manufacture is well-known or not difficult new firms 
could be set up in Canada to supply domestic needs. This new 
production could be located in provinces such as Ontario and Quebec 
where there already is a pool of skilled labour, or at least 
additional people could be trained most readily with the aid of 
the existing workers and firms. This, of COUT Se,9 Would ~,on woccasion, 
require negotiations at the national level, agirieng Res where necessary 


one foreign supplier off against another--just as the Japanese do, 
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and developing countries do, and as Canada faces when attempting 
to supply Candu reactors to other nations. Government participation 
in all subsequent oil sands plants via major equity interests would 
be one way of being intimately involved in this process. Oil sands 
technology is highly specialized and Canada is going to be involved 
in it for years to come. There are good reasons that we should 
have the capacity to supply much of the basic machinery and equipment 
needs ‘in séhiswcount? v. 

The standard argument a2gainst such a policy is that we 
may not have a comparative advantage in this area--that to follow 
a policy such as we are suggesting is a beggar-thy-neighbour 
attempt to create employment domestically at the expense of 
employment abroad. But those who downgrade this possibility 
generally argue that monetary and fiscal policycan be used to 
create domestic employment. More and more, with high unemployment 
rates persisting, »it ts evidentiithat (thiol senoteasmeasyuas it sis 
made out to be. If the additional employment is created in the 
production of non-tradeable goods and services, or instead 
consumption demand is sustained simply by transfer payments like 
unemployment insurance, Canada will not be generating the capacity 
to replace imports or increase exports. This seems to be the 
situation at present, with many manufacturing industries running 
close to capacity even though unemployment remains high, so that a 
further depreciation of the dollar will not readily produce an 
improved merchandise account balance. 

It is easy to argue that. Canadaus comparative advantage 


is in crude resource production and that this is where we should 


=. Sas 


concentrate our efforts. But the employment creating effects of 
additional resource production and export are less than the 
employment destroying effects of reduced manufactured goods output. 
In fact relying excessively on non-replenishable resource exports, 
particularly if the rents go abroad, may be a long-run beggar-thyself 
policy. (Note, however, that this conclusion can be applied equally 
wellgare the provineiel@reve: Jee ineacddition,- when there is one of jonly 
a few large suppliers abroad, competition poate improved by fostering 
production with a domestically-owned and controlled pioae 

Finally, unOte that anotue: atvetrnative towards which 
Alberta's Heritage Fund might be utilized is to purchase controlling 
interests in those foreign-owned oil companies having major 
OPeL atone 1a TemCOUNCT yo i Mperiat Olt, which is /O percent owned 
by Exxon “Corporation, would bea good example. Although it reduces 
the immediate supply of funds available for investment in more 
Canadian energy production, this kind of step would have several 
longer-term favourable effects. It would make the wider resources 
of the companies purchased available a. increasing subsequent 
Canadian ‘energy production, without expanding future interest and 
aavVidend=oucttowssoOr=froreign control of-the economy. “It might 
perhaps provide additional technical expertise, although most of 
such expertise is already available to Canada. It would also make 
it easier to provide increased opportunities for Canadian suppliers 
Ofemacninerveand equipment in the fttune.. Since foreien capitalise 
probably =stili@soing to-be-néeded for-energy*investmene for at Veast 
some years to come, it would be better to borrow debt capital abroad 


while maintaining and increasing equity holdings at home. 
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Some integrated oil producing firms are actually 
included in the manufacturing statistics for petroleum and 
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controlled firms were responsible for 100 percent of profits 
in that year. If we use the 1974 Calura report showing 
separate degrees of foreign ownership, the shares ofasates 
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production andgpthesprocessing-sectors shouldenotegreatly 
distort the numbers used. 
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(1) Canadian-owned revenue from Sivinerease in the oil price 


a) eeRoOyateies: erase + r,-f 
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c) Withholding tax: w(1-p)[1-r, (1-£) SET ite 
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d) Dividends and retained earnings due to Canadians: 


pli-r, (1-£) Soles ime m {(1-a,) (1-£) + (1l-a,)£} 
- m{(1-r 5) (1-£) we Nese alia 


The total of these four items is: 


Yuecl ee (Tew) (apy bier (lst) Facet fc m,{(1-a,) (1-£) 
+ (P08 ET SMC Chay cot) = Bene = 0.7871 


Revenue from the proportion of Canadian oil exported is 
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(2) Foreign-owned revenue from a $1 increase in the oil 
price is: 


b= sy ee (1-w) (1-p)[1-r, (1-£) has RNS Tm tQ-a,) (1-£) 
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eee - m,{(1-r,) (1-£) + (Fee ite) =e 2129 


Revenue from the proportion of Canadian oil consumed in 
Canada is 


(l=x)- (Bey ea te 56 


(3) Net additional payment to foreignersoetrom a usl increase 
in the soit or. cesis 


(l-x)(l-y) - xy = (l-x-y) = .0849 on the dollar 


Where r_ = average royalty rate on crown lands oil production 
eB i (6417 
Tr = average royalty rate on freehold lands oil 


Production 102005 


f = proportion of oil production from freehold igo ate 
non-crown) land = 0.20 
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ft federal corporate profits tax rate = 0.36 
i A ee Albertacorporeat es protetissstaxs rate. = i0-a 1 
a = resource allowance which oil companies are entitled 


to deduct from gross revenues from crown lands to 
arrive at taxable income for corporate income tax 
purposes = 0.25 


ap = resource allowance which oil companies are entitled 
to deduct from gross revenues from freehold lands 
to arrive at taxable income for corporate income 
tax purposes = 0.344 


w = federal withholding tax = 0.15 

Di «= proportion of total profits due Canadian share- 
holders of oil companies = 0.18 

x = proportion of Canadian crude production exported 
in either crude or refined form = 0.128 


The 42 percent is based on Alberta government estimates prior 
to June 1, 1979. The 12% percent is really a maximum on 
freehold lands. A number of early leases signed with large 
freehold land-holding companies had royalties as low as 9 or 
10 percent. Saskatchewan government royalties on crown lands 
are higher than 40 percent, but freehold lands-<which are 
responsible for much more than 20 percent of potal-Saskatcnewan 
production carry the same types of royalties as in Alberta. 
Consequently the Alberta figures for royalties and share of 
production. from -c7own and non-crown land, when combined, wiil 
produce roughly similar ratios to those which pertain to 
Saskatchewan. In any event, Saskatchewan's oil production is 
so much less than Alberta's that slight differences from 
Alberta percentages are unlikely to alter the results very 
much. 


Informal Alberta government estimate. 
Revenue Canada, Information Circular 76-12R. 
See footnote 13. 
Based on informal National Energy Board estimates. 
See footnote 15 for, details,of.the:caleuletidons made. 
The. 8.5. cent per» barrel costjis,a trifleshigher than 
the 7.7 cent estimate made in 1973 before royalty rates were 


increased and corporate tax provisions were amended, and 
Virnou allowance for withhording taxes--which ear first lance, 
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may seem surprising. But the reason a cost still exists, 

and is larger than before, stems) from the fact that a much 
smaller proportion of Canadian production is now exported. 

At the time of the earlier calculations, 59 percent of crude 
production was being consumed outside the country, as opposed 
to about 13 percent at present. Hence, more of the price 
increase must now come from Canadian consumers. 


Considers foornote lon In this case, the revenue loss per 
barrel from the proportion of ‘Canadian of1 consumed in Canada 
is $15.25 (l1-x)(l-y) and the revenue gain from the proportion 
of Canadian oil exported is $15.25 xy, as before. However, 

in this case we must also charge the revenue loss due to the 
elimination. of the “exporttax = which eas eq@ad.itowsis52'5 x ‘per 
barrel. Thus’ the’ net} 1ossthiiswequcdemto ols 625 (l-y) per barrel. 
With i~y = 0.2129 and) produceroneateeolemturtonmbarrel« a year, 
the resulting figure is)$2.14 Saliionws Again, of course, we 
are ignoring the substantial allocative benefits stressed by 
Thirsk vand Wright, Opi. "CLE SG al 7 ea CMOS Tom 


L. Waverman, "The Two Price System in Energy: Subsidies 


Foreotten., \Canadianmrubirc PODTCYLGuinter.) 975 ip a8 7 . 


The Waverman article gives merit points for. policies which do 
this within Canada, but neglects that a policy which encourages 
this internationally may also be desirable. Ibid. pp. 84-88. 


Ibid., and Thirsk and Wright, Ope SCG. 97s, 


This is not quite accurate since by To’ Means ally U.S. ‘production 
is'at world prices of oil. But ‘this does not change the 
argument; it just reduces the amount of economic rents that 
foreign-owned firms in Canada might be getting in competition 
with foreign output. 


There may, of course, be exchange rate implications here. 
But this is a separate issue which need not be introduced at 
thiejunctures ; 


Before answering this objection, it may be worth noting that 
higher energy prices cannot be supported (on the besis that 
they are a means of conserving scarce domestic resources (as 
Opposed to world resources) in any absolute sense. Domestic 
production will be expanded, not lessened, so that either 
imports may be reduced or exports expanded. 


See Roseman and Wilkinson, ONPys au CL, Sane o.7 or, ato GO mer tic 

G. C. Watkins and Karen Sharp, "The Long-Term Cost of Alberta 
Conventional Crude Oil", The Journal of Canadian Petroleum 
(January=Mareh,91970), pp. 2222765 
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These questions and several other related ones are discussed 
in a companion piece, T. L. Powrie Bodue le ocart ee The 
Optimal Savings Question: An Aiberta rerspective™, prepared 
for the University of Alberta conference on the Alberta 
Heritage Savings Trust Fund, October Ueto UL 9. 


See Ibid.,.weor smoremcete..s. 


See W. M. Corden, Trade Policy and. Economic Welfare (Oxford: 
Clarendon Press, 1974), p. 21/7, 
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The Federal Provincial Relations 
Dimension of the Canadian 


Energy Issue 


by 


Douglas G. Hartle 


The "new" arithmetic to one side, the Canadian energy issue 
involves at® least -tour=distincee arithmetics: the “pocket~ 
book"! arithmetic of the voter/consumer; the "seats" arith- 
metic of the politician (both federal and provincial), and 
the "bottom line" arithmetic of the investor. Last, and 
probably least in terms of its impact, is the economists! 
arithmetic “that,° to “his “mind, is the “real arithmetic. 
This paper is concerned about the interplay among those who, 
each doing their own calculations with their own arithmetic, 
seek to maximize their benefits or minimize their losses in 
response to the unanticipated and unprecedented increase in 
the world pricesor oll" In? particular, “it ‘seeks to-identify 
an aspect of the energy question that is peculiar to Canada, 
at least among the industrialized nations: the juxtaposi- 
tion of the concentration of the economically viable energy 
resources in one region of the country and the constitution- 
al rights of the provinces (or more properly the residents 


of those provinces) that "own" these resources. 


Canada (or more precisely some parts of Canada) has been a 
net winner from the unanticipated and unprecedented in- 
creases in the world price of crude oil starting in 1973. 
Collectively we are a net exporter of energy, (currently 
about $1.5 billion). Our exports consist primarily of natur- 
al gas but are partly offset by net crude Sti Imports. “our 
future reliance on imported oil is almost certain to in- 
crease, although the extent and duration of the increase is 


far from Sertaine OUrconatural’ gas-exports are alsocertain 


to increase should policy permit. Again, magnitudes and 
timing are up in the air. On balance, however, the higher 
price of energy has improved our terms of trade. 


Our collective sense of self satisfaction must be dampened 
by two facts, however: Canada is heavily reliant on the 
prosperity of the world economy and especially that of the 
American economy. When they suffer as a result of the 
energy problem we suffer. Secondly, and perhaps less ob- 
viously, there is nothing quite like a massive windfall gain 
to cause dissention and bitterness in the family, however 
Closely knit. The bitterness, indeed hatred, engendered 
among family members when the estate of a wealthy relative 
is being divided knows no bounds. Perhaps for the very 
reason that none if any of the beneficiaries in-waiting 
"earned" the assets, at least in the usual sense, the claims 
and counterclaims must be based on entirely subjective 
criteria: criteria . that .are .usually highly charged 
emotionally and, hardly surprisingly, seldom fail to imply 
an allocation favourable to those who advocate them. The 
controversy surrounding the Canadian energy situation has 
all of these attributes and more. 


With an intrafamily windfall the contest over shares is a 
zero sum game. What one relative gets is at the expense of 
another. The wealth of the family remains the same (if we 
don't count the human capital embodied in the diseased!); 
"ronly" its distribution is changed. The windfall to the 
Canada "family" as a result of the surge in international 
Cada prices, pis.esimilareto. the bequest situation in some 
respects but substantially different in others. Like the 
family dividing a bequest, it is fraught with strong emo- 
tion. Unlike the family problem, however, the issue is not 
necessarily a zero sum game. Potentially, some could be 
better without other Canadians being worse off. There is a 
real danger, however, that the dispute over the gain and 


losses will be "solved" by dissipating the potential gains 
in wasteful projects and/or by transferring them, more or 


less unwittingly, to non-residents. 


This paper consists of three Parts. The first two Parts are 
divided into Sections. An outline follows. Space and other 
reasons have dictated that the short-term economic stabili- 
zation dimension of the issue are not tackled except in 
passing. This should not be interpreted as my indifference 


to that important dimension of the problem. 


Part A) e°The Political Aspects 


This part begins with a definition of the concept of net 
collective benefits arising from the ownership of non-re- 
newable resources. It is argued that the net collective 
benefit should be maximized and the private benefit ac- 
cruing to non-residents minimized. The division of the net 
collective benefit between the federal and provincial 
governments, or more precisely between the residents of 
the producing provinces and Canadian residents generally, 
is introduced. 


section 1: The existence of a federal form of government 
in Canada creates great complexities in devising a national 
energy policy. Lest the reader be inclined to favour too 
lightly unilateral coercive action by the Federal Govern- 
ment the rationale for a federal system is sketched in this 
Section. Minimization of coercion is the theme. 


Section 2: Having explained the principles underlying a 
federal form, this Section crudely lays out the provisions 
in the Canadian Constitution that are particularly relevent 
in the tug-of-war over the division of the windfall gains 
arising from the rising world oil prices. The draconian 
measures available to both sides are discussed within a 
bargaining context. 


Section 3: Voter attitudes in Alberta and Ontario are 
sketched in this Section because these vitally effect 

- and largely determine - the range within which bargaining 
is likely to take place. Data are presented to show the 
marked deterioration in the economic situation in Ontario 
and the converse for Alberta over the past decade or so. 
The tax systems of the two governments are compared. 


Fart 6: The Modification of Optimal Economic Policies Under 
Canadian Federalism 


In an attempt to sequester those aspects of the energy 


g! 


issue that are, in a sense, universal from those that are 
unique to the Canadian situation Ehas) rart proceeds as 
follows: a set of policy proposals are advanced based on two 


criteria: allocative efficiency maximization and the maxi- 
mization of the collective benefit from resource ownership 
under the assumption that Canada is a Unitary State?=* "rhe 


proposals advanced should be thought of largely heuristic. 
They have as their principle purpose the illumination of the 
kinds of modifications that may be necessary to accommodate 
the federal fact. These hypothetical proposals may not, or 
may be without merit in a "real" sense. (Indeed, the author 
is rather pleased with some of them! ) 


The titles of the Sections in this Part are self explanatory. 
Section 4: Future Supply and Demand for 
Energy in Canada 


Section 5: Pricing to Induce conservation 
and substitution 


Section 6: Frontier Exploration 

Section 7: Non-Conventional Oil 

Section 8: Royalties 

Section 9: Public Transportation 

Section 10: Interpersonal Distribution of 


Income and Wealth 


Part C: A Possible Strategy 


This Part considers the disposition of the proceeds of a 
crude oil excise tax designed to capture the windfall gain 
from increases in domestic crude oil prices arising from 
unexpected increases in the world price. Abolition of sales 
taxes - retail or manufacturing are considered, and a re- 
fundable personal income tax credit is proposed. Proposal 
with respect to natural gas pricing and exports and industry 
subsidies are also advanced. 


Part “A: THE POLITICAL ASPECTS 


In what follows we employ two terms: "collective assets" and 
"collective benefits". What we mean with respect to the 
former is that the residents of a jurisdiction collect- 
ively, own certain property rights. The proceeds from the 
alienation of those rights at market prices Changes the 
composition of the portfolio of assets butmotw pes vale. 
The proceeds could be invested, one might suppose, ina 
perpetual inflation indexed bond and the annual interest 
allocated on a per Capita basis among the residents. An 
alternative, we will also Suppose, would be for the govern- 
ment to invest the proceeds in a public facility that accor- 
ded in perpetuity each of the residents an equal or greater 
degree of satisfaction. Ignoring many complexities, what we 
mean by "collective benefits" are flows of satisfaction of 
the kinds just described obtained by the residents of the 
jurisdiction that "owns" the mineral rights. Thus, when we 
allude to "governments" capturing collective benefits we 
seek to imply that these institutions are essentially "black 
boxes" that produce from such collective resources ownership 
a flow of satisfaction to individual resident in the juris- 
diction. 


A non-renewable resource situated within the territory over 
which the Government of Canada holds sovereignty is an asset 
in three senses: 


(315) It is a collective asset of the citizens of Canada 
because of the recognition accorded by other nation 
states of the Government of Canada. This means that 
the laws of other nations do not have force or ef- 
fect (at least directly!) within Canada. This recog- 
nition is accorded because the federal Government 
exercises de facto power. (Ultimately this means 
federal police and/or military control within the 


territory. ) 


(2) Unless already alienated, it is a collective asset of 
the residents of the province in which it is situated 
by virtue of the powers conferred on the province 


under the Constitution. (See Section 2) 


(3) It is an exclusive right held by a person (corporate 
or other) either because ownership of the property 
right has been alienated or because the provincial 
Crown* has sold certain conditional rights to 


exploit the resource. 


From a long-term point of view, the lion's share of the 
collective gross benefit derived from a non-renewable resource 


(asset) situated within Canadian territory can be derived from: 


%Or the Federal Crown in the case of the Yukon and North- 
west Territories. The east and west cost offshore mineral 
rights are of uncertain federal or provincial ownership 
although a temporary agreement has been reached on the 
division of any proceeds. 


(a) the sale of the right to exploit the resource at 
a price that equals the present value of the 
expected market value of the future output net 
of the costs of obtaining the output; 


(b) the taxation of the output per se and/or the 
profit derived from its extraction and sale 
(taxed in the hands of a corporate and/or a 
resident individual and/or by a withholding tax 
imposed on income flowing to non-residents); and 


Cc:) the” extraction and sale of ‘the output by a 
government agency at a price that more than co- 
Vers (direct costs. 


Offsetting such gross collective benefits are the largely 
inputed costs of the infrastructure requisite to production: 
transportation/communication/power systems, and the extra 
Social capital required, if any, that is not financed by the 
producers. 


When the resource is exploited by the private sector and the 
net collective benefits are not maximized, the result is 
either a transfer of wealth from some Canadian residents to 
other residents or, if the ownership of the enterprise is 
not held by residents, a transfer of wealth from Canadian 
residents to non-residents. Conceivably, under the latter 
circumstances, if the foreign held resource exploiting 
corporation did not bear the infrastructure and social capi-tal 
costs described, Canadians collectively could be made worse 
off by not leaving the resource in the ground. Given the 
overwhelming preponderance of foreign owned and control-led 
Oil corporations in the Canadian petroleum andé gas 

industry, the problem of realizing the maximum net benefit 
for Canadians is by no means lacking in materiality. It is 
assumed that capturing the maximum net benefit for Canadians 


is universally accepted by Canadians. 


It also might be accepted by all Canadians that, ignoring 
the distribution of the net collective benefit from the 
Canadian possession of a non-renewable resource: individual 
Canadians should, in principle, be prevented from appro- 
priating /for themselves any ="part of “the collective net 
benefit. However, there certainly are wide divergencies 
oF “"Wiew as To athe application ct this” principle. Some 
argue that, Fine ae dynamic ana uncertain world, unless 
substantial net windfall gains can accrue to individuals, 
entrepreneurship and risk taking will be stifled and that 
this ‘well “in “turn ultimately reduce the ‘future net col- 
lective benefit.* Although there seems little doubt that 
there is an element of validity to the argument, it is 
DaLlnful ly opvious “that “1ts “proponents, if given their 
heads, would apply the "principle" in such a way that they 
would not only capture for themselves the net collective 
benefit but also inflict net collective losses on other 
Canadians by not bearing the requisite extra costs. The 
consequence of the ambiguity of the principle in ap- 
plication is endless rancor and controversy concerning 
the "appropriate" taxation of the extractive industries in 
alle democratic nations; “including those that: can proceed 
as though they were unitary states. (This is roughly 
thessAmerican esrreuation -with™ respect “to oll. )~ Indeed, “to 
suggest that the battle between individual and collective 
interests is confined to words is a mistake. The stakes are 
so large that intimidation, bribery and probably worse have 


been involved in the past, at least in some nations. 


Assuming that a public enterprise could be managed as know- 
ledgeably and efficiently as a private enterprise in the 
petroleum industry, and that the decision of the management 
of the public enterprise reflected the same preferences 


*The windfalls gains resulting from the unexpected and un- 
precedented increase in world crude O11 prices hardly 
seems comparable to those arising in convention markets. 
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towards risk, the "appropriate" tax regime question could 
be side-stepped. The ownership, extraction and sale of 
petro-leum or gas could be assigned to a government agency. 
The gross profit of such an agency would, by definition, 
include the collective benefit. Conceptually, however, 
this gross profit should be decomposed into three parts: 


(1) the value of the resource per se 


(2) they opportunity .cost..of the. capital and labour 
employed in finding and extracting the resource 


(3) the taxes foregone because the private sector is 
not involved. 


To put the matter in a slightly different way, assuming the 
effective corporate tax rate were the same in all in- 
dustries, from the gross profit should be subtracted an 
amount equal to the before-tax rate of return prevailing in 
other industries multiplied by the capital invested by the 
public enterprise. The present value of the balance will be 
the value of the resource. This would be the net collective 
benefit of the possession of the resource - assuming all the 
additional infrastructure and other costs were taken into 
ACCOUNL Pa nwcalculLatingseqross sprofits.. The. gross: profit of 
the public enterprise would accrue, of course, to the public 
treasury and would permit tax reductions and/or improved 
government services and/or increased transfer payments that 
would constitute a kind of "dividend". Part of the gross 
profit might well be reinvested in the enterprise itself 
through the retentions of earnings.* 


* We will ignore the sticky question of the imputed rate of 
interest that is appropriate in assessing the "profits" of 
public agency projects. 
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Unlike many others, I am not convinced that the foregoing 
assumptions concerning public enterprise management are 
altogether unrealistic except with respect to risk taking. 
And even here the difference need not be great if ministers 
do not have to account for every dollar spent. With a degree 
of autonomy, some managerial 'tmistakes" then can be per- 
mitted a public agency . I am convinced, however, that the 
managements of large widely held private enterprises and of 
"independent" government agencies (e.g. CDC, Petro-Can, and 
AECL) are both difficult to control. Tieraarerests fof 
managers and shareholders are not always (usually?) identi- 
cal. When this is the case, the personal interests of the 
managers dominate, not surprisingly. If anything, the 
management of Crown corporations is frequently under less 


scrutiny than private sector management. 


As though the foregoing problems were not sufficiently 
complex, as stated before, Canada faces a unique conundrum. 
Even if the Canadian net collective benefit were maximized, 
how should it be divided between the residents of the 
provinces where the resources are located (via the relevant 
provincial governments) and the residents of other provinces 
(via the Federal Government)? The severity of problem is 
immensely intensified by four facts: most marketable pe- 
troleum resources are found in Alberta, and to a much lesser 
extent in Saskatchewan and British Columbia; the rights to 
those resources are held by the respective provincial 
governments; the power to regulate and control the resources 
within the province, including controlling exports from the 
province, also rests with these provincial governments; ot 
is doubtful that the Federal Crown can tax a Provincial 
Crown, to use the language of the law. Clearly rae che 
whole of the net collective benefit were captured by a few 
provincial governments on behalf of the residents, the oil 


and gas deposits would disappear, to all intents and 


Rae 


purposes, as national assets. For non-residents of the 
producing provinces the resources might just as well be 
shifted south of the Canadian border or the border shifted 


north to encompass the resources. 


Strangely enough, if the net collective benefit were to be 
completely captured by the residents of the producing 
provinces only, the residents of other provinces probably 
would be better off if the collective benefit were small and 
most of the benefit were captured by Canadian individuals in 
one form or another. Although the federal corporate and 
personal income tax systems are most imperfect instruments 
for the purpose, some of the collective benefit captured by 
individual Canadians eventually would accrue to Canadians 
not residents in the producing provinces through, if nothing 
else, the deemed realization of Capital gains at death. 


There is a real danger that, in the fight between the 
producing and consuming provinces (through the federal 
government) over the distribution of the collective benefit, 
the private benefit will gain at the expense of the collec- 
tive benefit. Or, what is even worse,..the total benefit 
will be reduced by either Squandering the asset through 
inordinate consumption brought about by prices that are too 
low or by hoarding the resource as though time were not also 
a non-renewable resource for each individual. This is the 
issue addressed in this paper. Because the reader might be 
inclined to jump to the conclusion that the federal form of 
government is at best a nuisance and at worst a major barrier 
to efficient economic policies in the energy field, it might 
be well to restate briefly the rationale for this 
governmental form. This is done in the next section. 
Federalism has important virtues and should not be dismissed 
as the source of needless and irritating complexity. 
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SECTION 1: THE RATIONALE FOR A FEDERAL FORM OF GOVERNMENT 


If all of the residents of a sovereign state had identical 
tastes and preferences there would be no rationale for a 
federal form of government although there might well be a 
justification for some delegation of authority to local 
authorities to achieve greater efficiency in coping with 
circumstances that differ from area to area. Even if the 
residents were diverse in tastes and preferences but there 
were no geographic clustering* of those who differed less 
among themselves than they differed from those Livin 
other areas, there would be no rationale for a federal 
system. However, when such geographic clustering is present, 
it is possible that a constitutional division of powers can 
be devised that potentially will make some residents of a 
nation off without making others worse off. This follows 


because non-unanimous collective decisions are, by definition, 


coercive for the minority. By the assignment to provincial 
(state) governments of exclusive powers and responsibilities 
that permit interprovincial differences in collective deci- 
sions in matters where there are signficiant geographical 
differences in tastes, the potential degree 


* The clustering can come about by individuals voting with 
their feet and moving to the area with the most attractive 
public sector from their point of vyrew. “he'can "alse occur 
because of the inculcation of common values through pro- 
longed proximity. 
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of coercion can, under some conditions, be reduced while 
Os COEFCTON can, unaer some conditions, be reduced while 


retaining the economic benefits of the larger unit. The 


necessary conditions are set forth below: 


The responsibilities and the powers assigned to provincial 


governments must: 


- not empower provincial governments to erect barriers 
to the interprovincial movement of persons, goods and 


capital; 


- not assign powers or responsibilities to provincial 
governments that would permit the residents of one 
province to impose costs on the residents of other 


provinces that they do not bear themselves; and 


- not assign responsibilities to provincial govern- 
ments, that,. if fully borne, by. the residents of one 
province, would accord benefits to residents of 
another province, for this would result in the 


underfulfillment of the responsibility. 


The exclusive powers assigned to the central government must 
include control of national borders with respect to flows of 
people and goods and control of the money supply. It also 
must be responsible exclusively for international relations 
and for the provision of services that provide benefits to 
the residents of more than one province (e.g. defence, 


interprovincial transportation, communications and research) 
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and be assigned the taxing powers necessary to finance the 
provision of these kinds of services. More disputatiously, 
the central government must have the power to preempt 
temporarily the constitutional powers of the provinces when 
necessary to meet exigencies in a state of “emergency” 


(somehow defined). 


Excluding the use of force, and ignoring that most important 
intangible "national pride", for the federation to survive 
the majority of the residents in each state must perceive 
that), on’? baYance’ and "over time, they are better off being 
part of a federation then they would be if they were 
governed autonomously. This means, in effect, that they must 
believe (consciously or unconsciously) that the gains from 
the avoidance of economic barriers, the economies realized 
by the common provision of some services and the increased 
international bargaining power of the larger unit more than 
offset the greater coercion (relative to complete provincial 
autonomy) that can and often does arise through the exercise 
of central powers and through the central governments re- 
sponse to its exclusive responsibilities. Coercion by the 
central government can arise not only because of the geo- 
graphic specific differences in tastes and preferences we 
have already mentioned. The assets held by individuals 
resident in different provinces differ in a non-random 
manner with respect to composition and average value. The 
interpersonal distribution of holdings also differs from 


province to province. 


In consequence, each central government policy, although an 
principle it applies equally across the whole nation, does 
not have the same effects in each region even on a per 
capita basis. Because there are significant differences 
among the residents of regions with respect to tastes, 
wealth and physical circumstances (e.g. climate and topo- 


logy) virtually all central policies benefit (hurt) the 
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average resident of one or more provinces more than the 
average resident of others. This is not unique to central 
government policies, of course. An act of a provincial 
legislature is most unlikely to have a homogeneous effect in 


every area of the province. 


The competition among political parties for votes usually 
restricts the extent to which the residents of a province, 
Or groups: of provances,> are persistently coerced for the 
benefit of the residents of other provinces. In the endless 
sequence of policy decisions a kind of logrolling takes 
place. For most groups, most of the times the losses under 
one policy are offset by gains under a subsequent policy, ad 


infinitum. 


Just as Adam Smith's invisible hand of the pursuit self 
interest within a market system can produce a beneficial 
unintended private result, so can the pursuit of self 
interest by politicians working within a federal political 
system result in sequential logrolling that minimizes the 
degree of coercion (directly and indirectly and overtly or 
covertly). Ideally this sequential logrolling will leave 
the residents of each region with a net benefit over time 
from their membership in the federation relative to complete 
autonomy. 


It-.is. crucial. to realize that many of the items)<in the 
voter's benefit/cost calculus are intangible and that 
individual perceptions of net benefits are the only reality. 
If the residents of a region believe that they have been 
persistently coerced by the residents of other regions, and 
that this will continue in the future whatever legitimate 
actions they take within the existing political system, the 
demand for violence or subversion will emerge and/or a 
demand for greater regional (provincial) autonomy and/or for 
secession from the federation. 
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It should be apparent that although a federal form of 
government can, in principle, make some residents of the 
federation better off without making others worse off, it 
does not follow that this will necessarily be the outcome. 
The majority can still use the federal powers to coerce the 
minority (not provide the losers with adequate compensation) 
by electing governments that persistently adopt coercive 
policies from the point of view of the relatively few re- 
sidents of a particular region or province. Needless to 
say, the degree of central government EGoerelonoFf ¥ the* re= 
sidents of a province is likely to be less and/or the degree 
of compensation greater the more decisive the votes of the 
residents of a region in the election of national parties. 
It is also true that particular provinces can coerce the 
majority. This can occur if the province with a minority of 
the national population has some kind of monopoly power that 
allows it to exact, on behalf of its residents, all of the 
benefits from the federation for itself. Albertans, as 
westerners, probably believe that the former situations 
prevailed for them because of the rapacious easterners. 
Ontario residents, and other easterners, probably believe 


that Albertans are now engaged in the latter action. 


In the next Section we will crudely set forth the basic 
characteristics of the Canadian constitution relevant to the 
energy issue in order to highlight the differences between 
the federalism rationale and the Canadian fact. Before 
proceeding, however, it is important to recognize that the 
conventional rationale for a federal system does not provide 
any specific guidance with respect to the treatment of the 
natural resource question. What it does suggest, however, 
is that a federation can provide a kind of efficiency gain 
such that some can be better off without making anyone worse 
off if the losers are compensated. The danger is that if 
the minority attempts to use its quasi-monopoly powers to 


exact all the benefits from the federation, the majority 
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will coerce the minority so blatantly that the federation 
will collapse. In the next Section we consider the consti- 
tutional basis for the quasi-monopoly powers of the oil and 
gas producing provinces. But before doing so we wish to draw 
particular attention to a dynamic phenomena that is not 
reflected in the "pure" but static theory of federalism that 
has been briefly outlined. 


At the outset of the Section we referred to the clustering 
of individuals with like tastes and preferences as a necess- 
ary condition for a federal state to confer a benefit re- 
lative to a unitary state. This clustering can come about 
(as suggested in an earlier footnote) either because "birds 
of a feather flock together" or because birds that live 
together for a protracted period eventually have the same 
feathers. This is a crucially important dimension of the new 
found wealth of the western provinces generally and, in 
particular, Alberta. It is obvious to all that the economy 
of the Province is more buoyant then that of any other - and 
some, indeed, are quite depressed from a job opportunity 
point of view. As we will document later, taxes in Alberta 
are much lower in Alberta than elsewhere in Canada, even 
though the quantity and quality of public services is almost 
certainly higher there. Here is a synopsis of the implicit 
advertisement: "High paying job opportunities with unlimited 
prospects; excellent collectively provided benefits provided 
with low, low taxes; unsurpassed recreation facilities at 
your backdoor; hospitable people. Apply in person in the 
Province of Alberta". Many Canadians have responded to this 
advertisement. They continue to respond at an increasing 
rate. And why not? Not too much is said about Edmonton 
winters! 


Although put facetiously the point is important. If the 


windfall gain generated by the increase in world oil prices 


were shared by all Canadians wherever situated the in- 
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ducment to migrate to Alberta would be relatively modest. 
Conversely, if all the net collective benefits were retained 
by the Province of Alberta they would, in the fullness of 
time, be shared by the migration of other Canadians to that 
Province. Because ready access to markets largely determines 
industrial location the migration will be exponential, with 
large urban -industrial centres rapidly developing in the 
Province. As a consequence, those who have residential-in- 
dustrial property in prime locations will capitalize and 
"privatize" the collective wealth of the Province through 
higher and higher land prices). The immigrants to the 
Province drawn to the rapidly expanding centres will also 
necessitate exponential increases in the social capital and 
other government expenditures that will, eventually, lead to 
a drawing down of marketable assets and ultimately higher 
tax rates in Alberta. In short, unless the Province is able 
to). close © its! “borders! é topeoplep ica *slow: but inexerable 
equilitrating process will occur should the collective 


benefit be sequestered entirely by the Province. 
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Section 2: The Canadian Constitution 


The Canadian Constitution is embodied in the British North 
America Act (as amended), a statute of the Parliament at 
Westminster, earlier decisions of Judicial Committee of the 
Privy Council (again Westminster), certain decisions of the 
Supreme Court of Canada, and Canadian parliamentary and 
other practices including federal/provincial consultative 
practices. The Constitution has proven to be remarkably 
durable probably because it has proven to be remarkably 
flexible, some Canadian folklore not withstanding. Pain- 
fully, slowly and oft times with irritating rhetoric, bom- 
bast and gamesmanship, the conflicts among the provinces and 
between one or more of the provinces and the federal Govern- 
ment, and thereby directly or indirectly between and among 
the innumerable interest groups that comprise the federal 
and provincial electorates, have been resolved or buried 
without significant violence. Ever shifting alliances, 
coalitions and log-rolling inevitably have been the order of 
the day for over 41,000 days - if one counts a few of the 
days devoted to negotiating the terms of Confederation! The 
point we wish to make is not that the Canadian constitution 
is in any sense ideal. However, it is, as they say, "the 
only one we've got". It does determine to a considerable 
extent the basic structure and processes by which major 
conflicts are resolved in this country and hence can be 
assumed to affect, for better or worse, the outcomes of most 
of our most vital collective decisions. This is particular- 
ly likely to be valid, for reasons to be discussed later, of 
the energy issue. It is important for the reader to bear in 
mind that it would not be surprising if the Constitution 
(broadly defined) were altered as a result of the energy 
issue. Indeed, the political problem this issue creates is 
so acute, and hits so close to the heart of the alliance, 
that it could conceivably lead to a break up of the federa- 


tion as we now kKnowli1t.) It is also important, to. recall that 
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the "constitutional problem" is of a legal nature in only 
the most superficial way. If there were a way of consensus 
on what should be done, anything could be done by federal/ 
provincial agreement. The constitution would not be a 
barrier. Conversely, in the absence of a consensus as to 
the desired resolution of the problem, there can be no 
agreement about a constitutional change that would remove an 
existing constitutional barrier to a particular course of 
action. Finally, at) must .not ebe sforgotten» that icircum-= 
stances alter cases in constitutional matters like all 


others. 


The provisions of the Canadian Constitution that are parti- 
cularly relevant to our purpose are now briefly and crudely 


summarized. 


(1) Sections 109 and 117 of the BNA Act gave the original 
four provinces ownership rights which included mineral 


rights, over unalienated Crown lands, within their bound- 


aries. When the Western provinces evolved from the North 
West! “Territories. /(Alberta in~1905), "thes first “economic 
colony.... of the central Canadian heartland" in Donald 


Smiley's* phrase (BCIEPA, p. 65), the ownership of natural 
resources was retained by the Federal Government. It was 
not until: 1930) that by mutual agreement the Bennett Govern- 
ment (Bennett having come from Calgary!) petitioned West- 
minster for an amendment of the BNA Act transfering land 


ownership to the Western provinces. 


One might’ «speculate that the turn of ‘the ‘century “when 
Saskatchewan and Alberta came into being, agricultural land 


was the natural resource of signifiance in the region. 


x. Smiley, Donald V.,. "The ~Political Context. .of Resource 
Development in Canada" Natural Resources Revenues: A 
Test of Federalism (Edited by Anthony Scott), Published 
for: The British Columbia Institute for Economic Policy 
Anabysiss ~ by the ~ University of British Columbia Press, 
1976 epage «65 
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Presumably the federal government had no intention of giving 
this asset to the new provinces for the exclusive benefit of 
the relatively few residents at the time. By 1930 agricul- 
tural settlement in the region was virtually complete and 
the transfer of land ownership to these provinces by the 
Federal Government was no doubt thought to be primarily a 
symbolic gesture. Some gesture! In any event, provincial 
land ownership and ownership of the minerals located on 
these lands confers on the province the powers of "manage- 
ment and sale" under Section 92(5) of the BNA Act. This 
means that the Provinces can refuse to sell the minerals 
they own for export out of the province. Furthermore, 
Section 92(13) accords the provinces exclusive powers over 
Ehespenactnentisore Jawse relatingts tows "property and + civil 
rights" in the province. Provincial ownership plus these 
extreme-ly important additional (legislative) powers, un- 
doubtedly gives the provinces the constitutional power to 
control and regulate within the province each and every 


aspect of the petroleum resources found in the province. 


(2) Provinces can only impose direct taxes (Section 92(2)). 
This means, particularly, that they cannot impose taxes that 
would discriminate against non-residents of the province nor 
can they adopt laws that would constitute the regulation of 
inter-provincial or international trade. These limitations 
were reaffirmed by the recent Supreme Court of Canada de- 
Cision against the Government of Saskatchewan in the Cana- 
dian Industrial Gas and Oil Ltd. case and the Central Canada 
Potash case. 


(3) The government of Canada can, however, regulate and 
control all aspects of these resources if and when they are 
exported from a province (Section 91(@2):). The federal 
government, in addition, has, with one possible exception, 
unlimited taxing powers (Section 91(3)). The possible ex- 
ception relates to the federal taxation of an agency of a 
provincial government. Although the latter issue has not 
been decisively settled by the Courts, it has been argued 
that the Crown in right of Canada cannot tax the Crown in 
boone. Of A provincemusection 125)" 
Zz. 


(4) Section 92(10) gives the federal government juris- 
diction over "works or undertakings connecting the provinces 
with any others of the provinces, or extending beyond the 
limits of the province". Interprovincial pipelines clearly 


fall under federal jurisdiction. 


The federal government has the Constitutional power to 
declare, retrospectively or prospectively, a "work of under- 
taking", although wholly situated in a particular province, 
"to be for the general advantage of Canada or for two or 
more of the provinces". (Section 92(10)(c).) This power has 
been exercised to extend federal control over all aspects of 
uranium. From a strictly constitutional point of view, and 
ignoring all political realities, the federal government 
could thus gain control of, say, all oil and gas installa- 
tions (as distinct from the resources themselves) within the 


Province of Alberta. 


The clause preceding the items ennumerated in Section 91 of 
the BNA Act gives the federal government power "to make laws 
for the Peace, Order and Good Government of Canada." This 
has been interpreted by the Courts to mean that by declaring 
a national emergency to exist the Government of Canada can, 
in effect, preempt the constitutional powers of the pro- 


vinces for the duration of the emergency. 


The powers cited in the previous two paragraphs might be 
labelled the draconian powers of the federal government. 
(The powers of federal disallowance of provincial statutes 
is so draconian as to be thought to have become anachronis- 
tic) seeThesiprovinciall power to Srefuse stot export epetroleum 
and gas from the province, a power that seems abundantly 
clear with respect to the output from lands that they own, 
and the power to levy direct taxes (e.g. royalties) without 
limit, can likewise be labelled the draconian powers of the 


petroleum rich provinces. 
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The essence of the present complex constitutional situation 
that has just been summarized in such "bare bones" terms is 
that the effective (i.e. non-draconian) powers under the 
constitution of the Government of Canada and of the Province 
of Alberta are so nicely balanced that, except for draconian 
moves on either side, each can offset, or more than offset, 
the policy inititatives of the other. This was brought home 
by the tug-of-war over petroleum resource revenues that 
followed the increase in the world price of crude oil in 
1973. Alberta increased its royalties to capture some of 
the windfall gains (rents) for the Province. But because 
royalties were deductible for federal (and provincial) 
corporate tax purposes, this had the effect of preempting 
federal corporate tax revenues. The federal government 
retaliated by disallowing the deduction of royalties al- 
together. This reduced the profitability of investments in 
petroleum exploration and development and resulted ithe 
sharp decline in those activities. (Probably this was pri- 
marily a strategic move dramatized by the large producers. ) 
After a painful confrontation the federal government in- 
directly backed off, to a degree, by introducing a resource 
allowance that, in effect, reduced the federal rate of 
corporate tax on resource profits. Both sides have ex- 
pressed grave concern that this kind of competition for 
resource rents can do great damage by increasing the level 
of uncertainty faced by investors.* The federal government 
has been adamant, however, that it must secure some of the 
rents generated by unanticipated increases in crude oil 


prices for the benefit of Canada as a whole. 


A subtle mind is hardly necessary to grasp the mountainous 
point that the federal use of the draconian measures des- 
cribed above depends primarily on the degree of public 
concensus concerning the severity of the problem and of the 
necessity for the deployment of such bludgeons. Although 


* "Pederal-Provincial Resource Taxation Review" Joint report 
by federal and provincial officials to First Ministers 
and Resource Ministers, First Ministers' Conference on the 
Economy, November 27-28, 1978. Document Number 800-9/018. 
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party loyalty is, for reasons that need not concern us here, 
extraordinarily strong under the Canadian Parliamentary 
system, even a majority government could not be certain to 
gain majority support for these measures unless public 
support was overwhelming. Even then, because the degree of 
coercion would be so great, with a significant minority of 
Canadians (certainly those resident in Alberta!) violently 
opposed, one might suppose that a majority Government at- 
tempting to exert its full Constitutional powers could be 
split. Some members whose specific interests were not ad- 
versely affected by the draconian action might well object 
to the means employed under the circumstances. Should party 
loyalty survive such a test, a federal party that resorted 
to draconian measures without the strongest support from the 
vast majority of voters almost certainly would not survive 


the next general election. 


On the Alberta side, probably the most draconian measures 
available, include. thes."nationalization's.ef dhe, petroleum 
industry in the province this would put to the test the 
ambiguous federal taxing powers with respect to the pro- 
vincial. Crown and/or. the. imposition of stringent restrict- 
ions on exports from the province and/or increasing royal- 
ties or similar. payments that .could, under the current 
federal tax regime, affectively reduce exploration and 
development. The first measure would presumably find little 
public support among the residents of Alberta who seem 
committed to private rather than public enterprise. How- 
ever, with enough provocation from outside the province this 
situation might change dramatically. The second measure, an 
embargo on exports from Alberta could conceivably be invoked 
only briefly and only in a situation of extraordinary con- 
frontation. If invoked prior to federal provocation (as 
seen through Albertan eyes) one might expect a federal 


escalation that involved recourse to one of its draconian 
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powers already described. If invoked by Alberta in response 
to a hostile federal act, it is difficult to see how some 


military/police action would not ensue. 


Some combination of a reduction in exports from the province 
plus a slowing down of exploration and development (the 
third and last of the provincial draconian moves we have 
identified) would seem more likely. The Government of 
Alberta could argue that it would reduce exports to-protect 
more strictly its depleting resources and that it needed 
higher royalty revenues to "save for the future". Further- 
more, it could try and argue that too rapid a pace of ex- 
ploration and development was putting undue strains on the 
economy and social fabric of the Province. As made abundant- 
ly clear later, the Provincial Government of Alberta already 
is overwhelmed with the flood of cash. Given that the 
prices of oil and gas are almost certain to rise in the 
future both in real and nominal terms, a strong argument 
could be made that the net worth of the Province would be 
maximized by leaving more of the oil and gas in the ground. 


There are, needless to say, other Constitutional instruments 
available to both parties and certainly many other more 
subtle and probably much more effective strategies than 
those we have sketched. Our purpose in raising the issue is 
not to imply that the energy crisis need lead to anything as 
bellicose in federal-provincial relations as the possible 
scenarios we have sketched. We do want to emphasize, how- 
ever, something that needs to be borne in mind in con- 
sidering the issue before us: "the Constitution" is not a 
fixed and certain set of rules. Rather it is a constantly 
changing set of rules and that the meaning and effectiveness 
of the rules at a point in time depends critically on public 
perceptions of the issue at that time. Most of the time for 
most "small" issues the Constitution can be taken as given. 
Actions by either the federal government or a provincial 
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government of questionable legitimacy are rare and the 
determination by the Courts apparently settles the matter 
while, at time, remolding "the Constitution". Similarly, 
when there is a high degree of public concensus about a 
particular policy issue, federal/provincial agreements can 
be reached after much bargaining that, in effect, make the 
Constitution of little significance. It is when there is a 
strong division of opinion about what is widely perceived to 
be a matter of great importance that the draconian powers of 
the parties become relevant because they legitimize, more or 
less, certain kinds of highly coercive actions in, what 
amounts to, an extremely complex and emotionally charged 
inter-governmental bargaining process. This process can 
have, as one of its outcomes, change in one or more 


Constitutional rules. 


To put the matter in a slightly different way, the Consti- 
tution is to federal/provincial bargaining what labour 
legislation is to labour management relations. The Consti- 
tution provides the provinces (labour) with certain rights 
that increase their bargaining power vis-a-vis the federal 
government (management) at least in the sense of bringing 
the latter either to the Courts or to the bargaining table 


if legitimacy is to be maintained. 


However, the analogy quickly collapses if pushed too far. 
The voters are simultaneously residents of both a province 
and of Canada. This means, of course, that they are, ina 
sense, both on the labour side and on the management side. 
The result can be a peculiar kind of voting paradox. A 
majority Federal Government can claim that it speaks for a 
majority of Canadians on a specific issue and a majority 
Provincial Government can claim that it speaks for the 
majority of the residents of that province when it expresses 
a contrary view. Actually, unless the specific issue com- 


pletely dominated both the preceeding federal and provincial 
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elections so that both could be construed as referenda, a 
confrontation can result between the Federal Government 
as a party organization and one or more Provincial Govern- 
ments, also as party organizations, where the parties have, 
in fact, little if any support for the opposing stands they 
have taken on the specific issue. However, as far as petro- 
leum resources are concerned, the interests of the Alberta 
voter are $0 overwhelming large and obvious, as is the 
legislative majority of the present Government of Alberta, 
there seems little doubt that unless it behaves in some 
extraordinar manner it can and will speak, and be thought to 
speak, for the vast majority of Albertans in any energy 
policy debate. The minority federal government, in part 
of course, because it is also the national government to 
Albertans and the minority Government of Ontario are un- 
likely to be able to muster such a common front.Relative 


numbers are important, however. 


In petroleum resource terms, Alberta is extremely rich 
relative to the other provinces. But as yet Alberta is 
population poor, at least from a proportionate represent 
ation point of view. The vast majority of other Canadians 
are virtually certain to perceive that they would gain by 
putting pressure on their respective provincial governments 
and their federal government to resist oil and gas price 
adjustments that would increase the income and wealth of the 
Government of Alberta and Albertans at their expense. Not to 
mention the oil companies! This will be contained in the 
Atlantic provinces by the hope of offshore oil and gas and 
the possibility of more generous equalization payments. 


As will be discussed later, although the majority might 
through such a strategem preclude an immediate loss for 
themselves and thereby a gain for Albertans and the petro- 
leum corporations, the result in the long run is bound to be 


a greater aggregate economic loss, in particular because 
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demand will not be constrained by higher prices that reflect 
the greater scarcity of oil. The ultimate political cost’ of 
such a strategy might well be even greater, for the rage 
that would be engendered among Albertans is frightening to 


contemplate. 
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Part A: Section 3 Voter Attitudes 


The current set of policy decisions with respect to energy 
threaten, more than most, the existence of the Canadian 
federation. Unlike Quebec's long-standing dissatisfaction 
with the status quo that most Anglophones claim not to 
understand (which is, of course, the very reason for the 
dissatisfaction!) what is "happening in Alberta" increasing- 
ly is being understood all too well. The pocketbook, the 
thermostat and the gas gauge speak languages that 
Anglophones do not lightly dismiss. 


The formation of a federation is, of course, a political 
act: the negotiation of a kind of overarching contract that 
purports ‘to resolve the conflicting interest of quasi- 
autonomous groups with the promise that there are gains to 
be had that more than offset the losses. Over the years the 
residents of all of the provinces except Ontario have, more 
or less continuously, with greater or lesser degrees of 
intensity, asked themselves whether or not the federation 
provided them with a net benefit. Often enough they came to 
the conclusion either that is was a net burden or, perhaps, 
more frequently, they firmly believed that if they were not 
worse off, Ontario had preempted a disproportionate share of 
the benefits. 


More than half of Canada's population does not reside in 
Ontario. Almost by definition this means that a majority of 


Canadians would like to see "Ontario" get its comeupance. 


Perhaps for the first time since Confederation, the economic 
dominance of Ontario is threatened by Alberta's energy 
bonanza. The result is a political problem of the first 
order of magnitude. At the federal level, no party can form 
a government without strong support in Gntario. -Atco the 
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provincial level, no party can form a government in Ontario 
while seeming to stand idly by while Ontario becomes a "have 
not" province. Albertans are adamant that they keep virtual- 
ly everything for themselves. The other provinces, no doubt 
revelling in Ontario's discomforture, are standing by 
watching the battle with some of the premiers seeking to 
shift the blame for higher energy costs elsewhere while 
Tfooking®< forel-"solutions © that would provide’ them’ with 
politically costless funds. 


The "solution" to the conflicting interests involved must, 
OL= COULrSe;- UL timately. be a political solution. And 
political solutions invariably and primarily involve voter 
perceptions. In these matters the voter's perceptions of 
reality are the politician's reality. And in this issue, 
voters in different provinces have widely divergent percep- 
tions of the situation. Casual observation (in part based 
on a Prairie upbringing) suggests that the people of Ontario 
and Alberta have completely different perceptions of each 
other. And of "the facts". 


For many, many decades a high proportion of Albertans have 
been utterly convinced that "the East" and most especially 
"Ontario" became wealthy at their expense. Many, and perhaps 
most, Albertans firmly believe that "Bay Street" has con- 
spired to control the governments of Ontario and, to a 
substantial extent, the federal Government in order to raise 
the prices of the goods and services Ontario sold to the 
West and to lower the prices of the things bought from the 
West. They are also absolutely convinced that this "con- 
spiracy" included the denial of economic development to 
Alberta in order to provide a captive market for Ontario 
goods and cheap raw materials for Ontario businesses. In 
short, Albertans, and other westerners too, believe that 
they have been treated as a colony of the central, indus- 


trialized part of Canada. 
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All of the foregoing beliefs are supported in the minds of 
Albertans by their version of the "facts" - a version of 
Canadian history evolved by Albertans in their newspapers, 
speeches and endless discussions of the subject with one 
another. This subject has dominated most of their conver- 
sations related to political or economic matters. Nothing 
unites a group like a perceived common enemy. Having the 
almost universal conviction that they have long been con- 
sciously exploited by "easterners", the majority feel quite 
justuriedimn Migetting “their owneback” now thate the, Golden 
West has become a reality rather than a dream. 


Because petroleum resources are non-renewable, and because 
Alberta's conventional crude oil stocks are declining (if 
secondary and tertiary recovering is ignored!), Albertans 
have convinced themselves, after little persuasion, that the 
astronomic increase in provincial revenues from this source 
is only temporary. In their view, due concern for future 
generations of Albertans dictates, therefore, that the 
provincial government save a substantial part of these 
windfall revenues as a legacy. The capacity to justify one's 
own self seeking behaviour knows no bounds, of course. The 
reality is that while Alberta's conventional oil stocks are 
declining (and ignoring the qualification set forth in the 
foregoing parenthesis), the Province's resources of 
renewable gas are increasing dramatically in response to 
higher prices. . To be specific, the Alberta Energy Conser- 
vations Boards (hardly wayiradicals group) inwits», most recent 
Annual Report (August, 1979) acknowleged a 4.4 billion 
cubic foot addition to the Provinces gas resources in the 
year past - more than twice the amount produced that year. 
With higher conventional crude oil prices the Province's 
heavy oil deposits, bituminous sands deposits and vast coal 
deposits are now of increasing economic value (particularly 
when their development is largely financed with federal 
largesse - which is to say at the expense of Canadian tax- 
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payers, generally). In other words, although Albertans are 
selling off the highway frontage of the family farm by 
exporting conventional oil, the value of the undercultivated 
and uncultivated acres at the back of the farm is rising 
even more rapidly. Even without saving for the future in 
the ways described, the wealth of the Albertan family is 
rising like a skyrocket. The brutal fact is that the "legacy" 
provides a semi-respectable rationale for an attitude on the 
part of some Albertans better described as: "its ours, we 
deserve it and we'll damned well keep all of it for ourselves". 
Generations of resentment coupled with blatant self interest 
make for strong attitudes! 


The vast majority of Ontario voters have been completely, 
and no doubt smuggly, indifferent to the Westerner's views 
of them. To the limited extent that they were aware of these 
views they find them peculiar to the point of being laugh- 
able. Pitre uve tnac- the residents 'of**Ontario “have” a 
strongly held contrary interpretation of Canadian history. 
Generally speaking, they have no comprehensive knowledge of, 
much less interpretation of, the history of Canada and the 
Wlaceeror ONCaArrToO™= in - Tt Westerners seem unaware of the 
massive immigration to Toronto in the past three decades 
that has radically changed the cultural climate. Ontario 
residents do not think of the West as "their colony" any 
more than they think of themselves as being a British colony - 
a quaint notion now a days in Ontario. They certainly do 
not suffer from guilt feelings towards the West or the East 
for that matter for they can think of nothing they, per- 
sonally, have done to hurt the residents of other provinces. 
If anything they feel warm and glowy when they contemplate 
their past benevolence. To their minds, the past preeminence 
of Ontario was a gift from God augmented by their diligence 
note thewsporls of “piracy. “They. “certainly deo not* think of 
themselves as part of a conspiracy to exploit the West or 


anyone else. 
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To the extent that Ontario voters have played an important 
role in federal politics, they would accept this as only 
just and proper in terms of Ontario's size, location and 
economic importance. Probably many Ontario voters would 
think their Province had had too little influence in Ottawa 
relative to Quebec. That the other eight provinces have any 
influence at all is the source of some astonishment. 


As for the "Bay Street'' conspiracy, whatever that is, it is 
probably true that a higher proportion of the residents of 
Ontario are more resentful towards "Big Business" than those 
in Alberta. Albertans seem to overlook the fact that what 
"Bay Street" does to them as consumers it also does to 
consumers in Ontario. Moreover, a sizeable number of Ontario 
voters work on the production lines operated by "big busi- 
ness". Many of these workers think of themselves as being 
"ripped off" on the job by management and not certainly part 
of a conspiracy to rip off westerners. Stereotypes being 
what they are, neither groups thinks of the other as consist- 


ing of individuals both as similar and diverse as themselves. 


It is obviously completely out of the question to attempt an 
analysis of why per capita incomes have been persistently 
higher in Ontario than in Alberta until recently. Nor is it 
feasible to assess on a federal policy-by-federal policy 
basis who gained and who lost on a province-by-province 
basis over the previous eleven decades. Because the politi- 
cal process inevitably involves perpetual log rolling com- 
promises, it is questionable that a policy-by-policy analysis 
can do more than supply some badly needed perspective. What 
is needed, and the author obviously cannot meet the need, is 


a comprehensive and objective history of 
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the economic development of the West. An objective history 
would help us understanding the past. It would serve neither 
to delineate the villains and heroes nor constitutes a 
cumulative account of the scores to be settled. When well 
executed, history is like the best of the Shakespearean 
tragedies: personalities and circumstances being what they 


were the outcome was inexerable. 


Be that as it may, even the obvious economic trends of the 
immediate past are probably not fully perceived by Canadian 
residents either in Alberta or Ontario. While I certainly 
have no firm evidence to support the contention, I believe 
that neither group fully appreciates just. how far the re- 


lative economic position of Ontario had declined in recent 


years. The data provided in Table I summarizes the 
situation for the period 1968-77 (the latest date for which 
consistent data are available for all series). Clearly over 


the period the Alberta economy has rapidly gained ground 
relative to the Ontario economy. Note Onlvyas that, = (owe 
Alberta's relative position has been improving at an 


accelerating rate. 


The changes in the revenues and expenditures of the two 
Provincial Governments show an even more dramatic disparity, 
as displayed inw’rable 11? From’ 1973°to 21977 Ontario fe- 
venues grew at an annual rate of about 14 per cent: those of 
Alberta grew at a whopping 31.6 per cent! Despite the fact 
that the current expenditures of the Alberta Government have 
been growing much more rapidly, in 1977 (the latest date for 
which data are available on a National Accounts basis) 
Alberta saved $1.6 billion while Ontario borrowed to the 
tune of about $0.8 billion. 


The reason for the differences in revenue growth are ob- 
vious. Total natural resource revenues (in millions of 


dollars) changed as follows in the two provinces.* 


* Sources Appendix Table 
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Compound Growth Rates 


1968 1973 1978 1968/78 1973/78 
Ontario 54.9 63.0 aye 7.86 pS ere 
Alberta D3 0ne 351.9 3505027 Sl tS) 59.7 


From 1973 through 1978 the Ontario "take" was 5027 Divei2on the 


Alberta "take" was $10 billion Comparable but incomparable!™* 


The sources and (uses) of funds of the two Provinces from 1968 
through 1977 are shown in Appendix Table 11 and 12a canine 
seen that Ontario has been a net borrower year after year - 
nearly $1 billion in 1977. Since 1973 Alberta has been a net 
lender = nearly Sl billion insl977. From 1973 through 1977 the 
Government of Ontario increased its indebtedness by $3.7 bil- 
lion: the Province of Alberta acquired assets (or reduce its 


Liabilities)to the’ tune of S22, bi1lizon: 


awed the 1979 Alberta Budget (Table III(A)) these data (in 
millions of dollars) are presented for non-renewable re- 
source revenues: 


Budgetary Non-Budgetary Total 
1977-78 (actual) PASS 0-9 37.0 
1978-79 (forecast) 2.4 A 8) Si, o 
1979-80 (estimate) Tees) 172 4.0 
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If we aggregate the Alberta Governments’ grants to iS 
municipalities of about $1 billion (to allow them to 
eliminate their debt) and the Province's contribution to the 
Heritage Fund (See Appendix Table 16) of about $1.5 bakiion, 
the Government of Alberta anticipates a surplus of about 
$2.5 billionvin fiscal 1979~-80.°The Provinelal’ Treasurer of 


Alberta is not noted for undue optimism in these matters. 


The most recent Ontario budget estimates a continuation of 
the deficit at roughly the same level as in the recent past 
despite heroic, and politically painful, efforts to impose 


expenditure stringency. 


The position of the Alberta resident is actually materially 
better than the rather extraordinary differences previously 
described would suggest. Ontario is by no means a high tax 
province as compared with, say, Quebec. However, Tropes 
taxpayer point of view the Ontario taxpayer is being ground 
into the ground as compared with the Alberta taxpayer. Using 
comparable data for 1976-77 (compiled for the cCalculattonmee. 
federal equalization payments) the effective tax rates of 
Ontario and Alberta can be readily calculated. These were as 
follows: 


si) 


Ontario Alberta 


Personal income tax 0.3199 PAN Ee 
Corporate income tax Oris 25% 0.1843%* 
Sales tax 0.709 0.0020 
Motive fuel tax/gal 0.000199 0. 000115 
Alcoholic beverages 0.0170 OF0195 
Other (excluding resources 0. O07 0.026 


and real property) 


These differences in effective rates superficially do not appear 
large. When applied to their respective bases this impression is 
dispelled. Consider the following results for 1976-77 (billions 
Or dollars): 


Ontario Alberta 
Actual revenue Gy, By IL, ALe 
Hypothetic revenue had the 4.24 od: 
effective rates of the other 
province been in effect 
Absolute difference -2.27 +0.65 
% Difference -34.9 £55.16 


* The difference between the two effective corporate rates 
can be explained by Ontario's concessionary rates for 
small business. Alberta has since more then followed suit. 
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Had Alberta tax rates prevailed in Ontario, Ontario tax 
collections would have fallen by nearly 36 per cent. Had 
Ontario rates been imposed in Alberta, tax collections would 
have risen by about 56 per cent. These estimates do take 
into account neither natural resource revenues nor differen- 
ces in real property taxes. The Alberta Treasurer acknow- 
ledged in his 1979 Budget that “Homeowners in Alberta con- 
tinue to pay property taxes that were among the lowest in 
Canada." Despite this fact” he “then “announced that “the 
Provincial Government would make grants to the municipali- 
ties to enable them to discharge their debts. The grants 
will total, as previously stated, about $1 billion. 


If we make the rough and ready assumption that Alberta 
government revenues (aside from natural resources) would be 
about 56 per cent higher with the effective tax rates of 
Ontario, the estimated total tax revenues in that Province 
(aside from resource revenues) for 1979-80 would not be Sie 
Dbilitom im L979, as “the Budget states, but’ Si.9 billton ste 
the "surplus" of about $2.5 billion, discussed above, about 
$0.7 billion should be added. 


There “1s “no mystery as “to’ the “principlé ‘source’ of the 
Alberta taxpayer's "savings". Alberta does not levy a 
retail sales tax. Ontario collects well over $2 billion a 


year from this tax. 


These kinds of numbers do not "prove" anything about the 
rights or wrongs of the situation. But, to employ the same 
word in another sense, they may well "prove" sufficient to 
arouse the voters of Ontario. Here we have Ontario voter's 


paying taxes that are at least 35 per cent higher than 
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Alberta voters with public services that are no better and 
probably worse. Yet the government of Alberta is running 
increasing and extremely large surpluses while Ontario is 
running persistent deficits. Alberta residents are accumu- 
lating a legacy of wealth for themselves - a legacy that is 
growing by about $1.5 billion that somehow estimated will to 
reach about $25 billion by 1985. 


Ontario residents are accumulating a legacy of an ever 
growing debt that future residents will have to service 
through higher taxes. 


And all of this before the price of crude oil in Canada 
rises by about another $10 per barrel! Ontario voters can 
hardly ignore the fact that about $4.50 cents of this will 
accrue to the Government of Alberta according to the es- 
timates of the Federal Government's EMR estimates. In 
essence, the standard of living of the average Ontario 
resident, who has an income that is now about the same as 
the income of the average Alberta resident, and who already 
pays much higher taxes, is now being asked to pay, through 
higher gasoline, fuel and other prices, a substantially 
higher "tax" to the government of Alberta. The perverse 
in-flationary and short-term unemployment effects would 
hardly be ignored either should the Ontario voter (or his 
political spokesman) wish to put together a rationale for 
resisting higher oil prices. 


With a progressive income tax and higher per Capita incomes 
on a per capital basis, the average resident of Ontario has, 
over the decades, borne a disproportionate share of the 
COStesOT : 


- two World Wars 
- equalization payments to "have not" provinces 
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- the federal half of shared cost programs 
- massive corporate tax subsidies to the petroleum industry 


- natural gas price subsidies 
And the list could be extended ad infinitum and ad naseum. 


Whatever the merits of these "facts" from the point of view 
of economic analysis, they provide powerful ammunition for 


the cannons of Ontario politicians. 


The prevailing politicalwsituation™ cannot “be ignored in 
considering the Canadian energy issue. The Clark minority 
Federal Government is newly elected, inexperienced, and much 
dependent upon the electoral support of the western 
provinces and Ontario. The Davis minority government of 
Ontario seems to maintain some kind of precarious low level 
equilibrium - an equilibrium that could quickly be upset by 
an apparent willingness to accept uncompensated higher 
energy prices. The Lougheed supermajority government of 
Alberta is in as strong a bargaining position as attainable. 
And there is, of course, Levesque's Quebec government pre- 
occupied by the impending referendum and certainly not 
anxious to bolster any féderal initiatives that would in- 


crease its credibility with the Quebec electorate. 


This would suggest that the Clark government can afford to 
alienate western voters only if it can offset the losses 
there by additional support elsewhere, particularly in 
Quebec. The Davis government must support low energy prices 
unless some perceived quid pro quo for the Ontario voter is 
secured. The Lougheed government can be completely intransi- 
gent in the pursuit of the narrow interest of Albertans and 


the Alberta treasury. 
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Summary of Part A 


We have tried in this Part to present a conceptual framework 
that assists in understanding the underlying purpose of a 
federal form of government in order to bring to the reader's 
attention the more important constitutional and attitudinal 
factors that impinge on the political dimension of the 
Canadian energy issue. The principle points we have sought 
to convey are these: 


1. The physicial presence of marketable natural resources 
within the territory over which a national government has 
jurisdiction does not ensure that the residents are thereby 
better off. Unless the resources are sold to non-residents 
at fair market value and/or through the imposition of "op- 
timal" tax rates on the Canadian source income of non- 
residents, Canadians would be as well off if the resource 
did not exist or preferably were not exploited. Similarily, 
but somehow less disturbing, is the possibility that the 
bulk of the benefits of the collective resource are captured 
by a few resident individuals. This is primarily a question 
of equity. Even when the collective benefits derived from 
collective assets are maximized, the question of the 
"pnroper" distribution of those benefits arises in a virulent 
form, particularily when the resources are concentrated in 
one geographic area. And when the resource is "owned" by a 
constituent part of a federation with jurisdiction in that 
area an especially virulent form of the greed-envy disease 


can threaten the life of the national body politics. 


2E Under certain conditions a federation potentially can 
result in some of the individuals resident in the con 
stituent parts being better off and none worse off. 


Efficiency gains can be obtained while minimizing coercion 
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of geographically clustered minorities. However, the quali- 
fication "potentially" is of great significance. Although 
the competition among national political parties tends to 
result in log rolling compensation for regional minorities, 
persistent majority coercion of geographic minorities can 
occur, as can the converse, when the minority has some form 
of monopoly power, as does Alberta at the present time. 
Should the coercion take place in either form, and should 
the federation not collapse as a result, in the long run the 
movment of residents "voting with their feet" will restore a 


rough but inexorable kind of equilibrium. 


3. Perhaps not surprisingly the provisions of the Canadian 
constitution are such that a stalemate has been reached with 
respect to “the distribution of “the “collective “benefits of 
petroleum resources: The federal and the provincial govern- 
ments can offset the policy initiatives of the other. There 
is a wide range of possible strategies extending from 
blatant «coercion ofsone party by the other tor the capi- 
tulation of one or the other of the parties before the fight 
begins. Voter perceptions of the legitimacy of the means is 
all important in arriving at a resolution of the conflicting 


interest. 


4. Whether it be escalation to coercian or capitulation, (or 
somewhere in between) depends crucially on voter perceptions 
not only about their constitutional rights but of their 
“rights in equity", so to speak. Politicians-federal and 
provincial - must, for their survival at the polls, appear 
to have pursued the interests of their respective 
constituents however shortsighted, self seeking and self 


righteous they may be. 


In the tug of war between the Provinces (residents!) of 


Alberta and Ontario - the biggest oil producer and the 
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biggest pretroleum consumer - there is a large divergence 
between the perceptions of the voters resident in each 
province: differences in how they see themselves and how 
they see each other. The declining relative economic po- 
sition of Ontario -and. the all too obvious affluence of 
Alberta means that it would be politically suicidal for 
politicians in Ontario to appear to accede to a further 
deteriation in the economic position of Ontario voters to 
the benefit of cash burdened Albertans. 


The number of Ontario seats in Parliament relative to the 
number of Alberta seats dictates that the perceptions of 
Ontario voters be, to put the matter as mild as possible, 
treated as consequential. 


We have emphasized in this Part the political realities that 
impinge in the resolution of the energy issue. These poli- 
tical realities consist of voter perception about their 
legal rights and their "rightful place." They also include 
voter perception about the impact of alternative policies on 
their self interest. In the next Part we put aside the 
questions of voter perceptions, and address an entirely 
difficult kind of question. 


Suppose that Canadians sought to maximize their aggregate 
real income while maintaining roughly the same interpersonal 
distribution of income. Given the dramatic increase in 
world oil prices, how would the policies that would be 
optimal for a unitary state have to be modified to take into 
account the Canadian "federal fact."? 


It} is> important to note that. implicitly the maintenance’ of 
"approximately the same interpersonal distribution of 
income" means "approximately the current interregional 
distribution of income" because, in the short and medium 


runs individuals are where they are. 
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Part B: THE MODIFICATION OF OPTIMAL ECONOMIC POLICIES 
UNDER CANADIAN FEDERALISM 


In order to isolate the federal-provincial dimension of the 
energy policy issue we will first assume that Canada is a 
unitary state. Second, we will postulate a set of policies 
that would, (a) maximize allocative efficiency; (b) maximize 
the collective benefit from non-renewable energy resources 
located in Canada. In the following Part the distribution of 
this benefit among all Canadian residents is considered. 
Using this set of hypothesized policies as a kind of bench- 
mark “we “then, on’ aepolicy by= policy ‘basis;*°consider the 
kinds of modifications that might be involved when the 
Canadian constitutional reality is taken into account. In 
examining the possible modifications required we will 
suppose that Alberta is the only provincial government 
possessing oil and gas resources and that the Government of 
that province seeks to maximize the share of the collective 
benefit accruing to the current residents of the province 
and their programs. Crudely put, we are setting up a hypo- 
thetical kind of policy game with the Federal Government 
trying to garner all the windfall gains for distribution to 
all Canadians while the Government of Alberta is trying to 


garner all of the gains for the residents of the province. 


In this Part political realities are, with a few exceptions, 
ignored. We use the term "proposed policy" in a most re- 
stricted sense . The reader should constantly be mindful of 
the rather extraordinary assumptions that, in aé_ sense, 
dictate the resulting proposals. In the concluding Part of 


the paper our "real" proposals are advanced. 


Our final preliminary word. Roughly speaking the world 
price of oil has moved from $4 to $14 to $24 per barrel 
currently. As is well known, the Canadian price eel ling of 


about $14/barrel means that there has already been a wind- 
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fall gain of $10 per barrel. Similar gains have already 
occurred, with respect to natural gas. The effects on the 
revenues of Province of Alberta have been described. In this 
Part we are not considering a return to the 1973 situation 


in «19734. Rather wewaresconsidering the’ next $10/barrel 
increase in the domestic price of crude oil. Insfother 
words, half of the windfall gains to date have already been 
captured. We are not contemplating their recapture - only 


the question of "where do we go from here"? 
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Section 4 The Future Supply and Demand for Energy in Canada 


In recent years, there has been an unfortunate return to the 
Malthusian fascination with the apocolyptic consequences of 
the inevitable collision of projected future demand and 
supply trends growing at different rates. As with the 
interpreters of the first primitive version of the Malthusian 
population theory, those addicted to extrapolation are too 
quick to revel in despair or call for extraordinary measures: 
they are too slow to analyze the processes of adjustment 
that are likely to emerge, or could be induced to emerge, 
that will or would preclude the dire consequences that are 
implicit in their assumptions. This general comment seems 
to be true, unfortunately, with respect to the so-called 


energy crises. 


Of particular importance has been the highly questionable 
quality of the Canadian estimates of the demand for energy 
and of the stocks of conventional oil and natural gas. As 
John Helliwell convincingly argues, the demand forecasts 
have been, with few exceptions, too high and the stock 
estimates too low. The overestimate of the growth of the 
Canadian economy and the underestimate of the price elasti- 
city of the demand for energy largely have accounted for the 
former. Underestimation of the degree of substition between 
different energy sources, and in particular between oil and 
natural gas consumption in response to changes in their 
relative prices (the cross elasticities of demand), has also 
been a factor. The failure to reflect adequately the crucial 
role of price in determining the recoverability of gas and 
oil from known deposits largely has accounted for the latter. 
In short, by grossly understating the adjustments on both 
the demand and supply sides that would be brought about by 
rising energy prices, it has been all too easy to conclude 
that dire shortages and/or an inordinate reliance on insecure 
foreign imports are inevitable unless extraordinary steps 


are taken to augment supply. 
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The fact of the matter is that the price elasticities of 
demand and supply have either been ignored or based on a 
narrow range of data that provides little information about 


the effects of large and permanent relative price changes. 


This being the case, we should recognize our ignorance about 
the future changes in demand and in supply that would occur 
if consumers and producers were faced with 


dramatically higher oil prices . By allowing the prices of 
Oi seatOs Se weeandeethie: iphicera of mmatural legas: cto ‘fall 


relatively, as is proposed in the next Section, we will be 
able, over the next five to ten years, to make much better 
informed and hence more rational decisions concerning the 
need for unconvent-ional oil and/or high cost frontier oil 
and gas. 


From a strictly economic efficiency point of view, the goal 
of energy self-sufficiency makes little if any sense. The 
wellbeing of the Canadian economy, and hence of the average 
Canadian, is determined by the economic wellbeing of our 
trading partners and, in particular, the United States. If 
Canada were self-sufficient in energy by, say, 1995, but our 
energy was, for some reason, extraordinarily costly relative 
to the energy costs of other trading nations, the Canadian 
standard of living would be lower because the Canadian 
dollar would have to be lower. We would have to export more 
in exchange for a given level of imports. 


Tolmargue against the egoalwofsenergy selfi sufficiency’ is: not 
to argue against the provision of some excess capacity to 
lessen the shock of an interruption of foreign supply. With 
some contingency stocks and production capacity an orderly 
adjustment is possible. Increasing out ability to cope with 
stocks is one thing: trying to make Canada impervious to any 
and all external shocks for a period of indefinite length is 
quite another. 
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The manipulation of international oil flows is now a 
strategic weapon in the ceaseless struggle among nations in 
the pursuit of the interests of their citizens, if need be 
at the expense of others. However, as in international 
matter generally, Canada is ultimately dependent upon the 
economic and military strength of the United States. 


Whatever the additional costs Canadians bear in an attempt 
to achieve energy self-sufficiency, and they will be ex- 
tremely high, we cannot isolate ourselves from an energy 
crisis that brought the American economy to a standstill. 
If the American economy were to be sick unto death the 
Canadian economy would be dreadfully ill. If the American 
economy went down hill the American defence capacity would 
falter. If that capability faltered, Canada would be hope- 
lessly vulnerable and the more ripe for the picking if we 
had abundant energy - albeit energy abundance obtained at 
great cost... And «<there»can: be ino. doubt»that: the cost of the 
pursuit of energy self-sufficiency would be extraordinarily 


great in terms of other opportunities foregone. 


This emphasis on Canada's dependence both economically and 


military, on the United States should not be construed as an 


argument for a continental energy policy. Canada has an 
energy advantage. We should neither give it away nor fritter 
it away . it. iSemyeconcerns thaty inicthe? pursui tieofeitiie 


will-of-the-wisp of energy self sufficiency, Canada will 
fail to use its initial advantage to advantage. Generations 
of Canadians have, for over a century, paid a significant 
price in order to be different from their southern neigh- 
bours. I; \ofor-eone,believessthat: ther opporntuntiyartombpe 
different is worth something. However, there is no virtue 
in paying a higher price than is necessary. To put the same 
point» inva slightly different way, if) Canadrans,use stheir 
advantage to advantage they will be wealthier. And to 
paraphrase the late Harry Johnson, there is nothing like 


more wealth to make one more independent! 
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The political attractiveness of an energy self sufficiency 
policy for Canada is obvious. It appeals to the voter's 
anticipation of the smug delight he will feel in being able 
to say to those in trouble "I'm alright Jack". While such 
feelings may be somewhat shoddy, if painfully human, they 
cannot be bought at the price of shoddy. Moreover, from the 
point of view of a politician searching for votes, the 
self-sufficiency goal exudes an aura of clear national 
purpose and a "take charge" attitude as Canadians are led 
into the war against line ups at the gasoline-pumps -- 
lineups that would disappear if higher prices were allowed 
to fulfall their) rationing) function?’ sThe*thotght of an empty 
fuel tank in the basement when the temperature outside is so 
low as make the packed snow on the sidewalk crack when one 
walks is petrifying. On the other side of the coin the 
contemplation of mammoth synthetic oil producing or heavy 
oil processing structures and equipment rising like steel 
pyramids in the Canadian wilderness give us a delightful 
feeling of self satisfaction. These steel and concrete 
monsters would symbolize what we would like to think of 
ourselves: standing strong and resolute in the wilderness in 


defiance of the elements. 


There is, of course, nothing wrong with symbols and, indeed, 
they undoubtedly serve as a glue that helps to bind nations 
together when battles over other, perhaps more tangible, 
interests are threatening to pull them apart. Nevertheless, 
it is doubtful that most of those who endorse the energy 
self-sufficiency goal are aware of the costs that Canadians 
collectively will have to bear should it be pursued. Nor 
have they thought through its inherent futility as a means 
of protecting the nation for all time against external 
energy viscisitudes. Moreover, while the mindless pursuit of 
the energy self-suffiency goal is unlikely in the end to 
provide collective benefits commenserate with the collective 
costs, as is almost invariably the case, it will certainly 


provide large and unequivocal benefits to the few. 
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About one hundred years ago a few eastern industrialists 
(e.g. Massey and Gooderham) made fortunes by aaniabody «Sas 
John A Macdonald's so-called “national policy". Foreign 
investors, notably became enriched ( to an even greater 
extent) became notably enriched by capturing (through the 
precursors of such corporations as CIP, Reed, INCO and so 
forth) the public domain (especially timber and mineral 
rights) in eastern Canada for their private benefit. Under 
the energy self-sufficiency banner we now seem on the verge 
of granting the supranatural petroleum corporations, that 
have already done more than nicely with Canadian con- 
ventional oil and natural gas, another fistful of Canadian 
assets in exchange for a false sense of independence and 


some industrial monuments. 


The ultimate futility of striving for Canadian energy self- 
sufficiency, unless the United States either follows suit or 
obtains security of supply in some other way, is not affec- 
ted by the Canadian federal system. Nevertheless, under the 
current synthetic oil and heavy oil upgrading proposals all 
Canadians would bear the extra costs of such a policy in the 
form of higher prices and in massive federal tax expendi- 
tures (taxes foregone). All Canadians are unlikely however 
to share in the "benefits". The producing provinces are 
certain to collect royalties. The Canadian assets held by 
non-residents are likely to increase. The federal treasury 
may, to all intents and purposes, never collect any tax on 


behalf of Canadian residents generally.* 


Energy self-sufficiency is, of course, the perfect policy 
from the point of view of producers. Concessions are offered 
with abandon without any careful appraisal of their ef- 


fectiveness, aS will be discussed later. A needlessly large 


* The Ontario Treasury also suffers because the major re- 
fineries are located in Ontario and their corporate income 
is reduced by the deduction of expenses incurred in the 
non-conventional oil projects. | 
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part of the collective benefit is captured by the industry - 
an industry that is, we wish to stress once again, over- 
whelmingly owned and controlled by the few supranational oil 


companies. 


The petroleum industry throughout the world is dominated by 
a relatively small number of extraordinarily large supra- 
national corporations. The fact that none of these cor- 
porations is Canadian controlled is not of great moment, for 
it is doubtful that their decisions reflect much concern 
with maximizing the interest of any particular nation. 
Rather they might better be thought of as maximizing their 
respective corporate interests, individually and severally, 
on a long-term world-wide basis. Of particular importance 
in the present context is the power these corporations 
possess to shift petroleum exploration and development 
activities around the world in a highly strategic manner. 
That’ lis to® say,**the corporations do not” take’ national tax 
regimes as given. They can withhold or withdraw exploration 
and development investment from a particular nation that has 
petroleum potential in order to induce the nation to adopt a 
favourable tax regime from their point of view. This stra- 
tegic power, that is in effect the power to blackmail and 
coerce national governments, arises to a large extent from 
an ability of the corporation to divert large flows of funds 
internationally and quickly to put together (or take apart!) 
investment projects of great size. But it also arises 
because they have a virtual monopoly of the best technical 
information and skills related to all aspects of petroleum 
exploration, development and marketing. This certainly 
includes geological, geophysical and petroleum engineering 
knowledge and expertise. It also encompasses the legal, 
accounting, economic analysis and public relations fields on 
a nation by nation basis. One might well argue that co- 
opting the latter is more important than monopolizing the 
former. 
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The international petroleum companies are able to deploy 
their tactical advantages and their monopoly of knowledge 
and expertise through well orchestrated and well financed 
pressure group activities. These activities are made more 
effective by encouraging the existence of relatively small, 
ostensibly independent, corporations controlled by 
nationals. The policy demands of the latter are likely to 
generate automatic support from _ the national business 
community. Moreover, they create the illusion that what is 
in the interest of the Canadian independents must also be in 
the national interest. This tends to mask the fact that what 
is in the interest | Sof (thes domestically controlled 
independents is almost invariably also in the interest of 
the large international corporations -interests that are 
overwhelmingly greater in magnitude. The interests of the 
latter often are not in the national collective interest. 


Anyone who doubts the effectiveness of the petroleum lobby 
is advised to read Meyer Bucovetsky's article dealing with 
the mining lobby's behaviour with respect to the Carter 
Commission's recommendations concerning mining tax reform. 
Can anyone doubt that what the mining lobby can do the 
petroleum lobby can do better? The group of integrated 
petroleum corporations being smaller, the "free rider" 
problem that reduces the effectiveness of most special 
interest groups is, to all intents and purposes, negligible 
with respect to the petroleum lobby. 


Meyer Bucovetsky: 


=. 


Section 5: PRICING TO INDUCE CONSERVATION AND SUBSTITUTION 


Few economists would disagree with the proposition that when 
there are many buyers of a particular good or service that 
has many uses, an increase in its relative price is the most 
efficient means of inducing a reduction in the amount taken, 
in part resulting from the substitution of other cheaper 
goods and services for it. The world price of crude oil 
began to rise sharply after 1973 as a resulesor OPEC -Carcter- 
lization that perhaps reflected an increased awareness by 
the oil exporters of the fact that their known conventional 
oil reserves were being rapidly depleted at a low price that 
restricted the economic recovery rate. Whether contrived or 
not, for Canada as for so many other nations, the world 
supply of crude oil has become increasingly scarce relative 
to the demand for it. Alternative sources of energy, there- 
fore, have become more valuable. Artificially depressing 
energy prices in Canada by about $10 per barrel below the 
world price of approximately $24 per barrel through an oil 
export tax and an oil import subsidy undoubtedly means that 
more is consumed in Canada than would be consumed if the 
world price prevailed here. 


We are importing more oil than we would feeworld Ol prices 
prevailed in Canada. Leaving aside foreign borrowing, these 
imports depress the value of the Canadian dollar. This means 
we have to export more goods and services that we could 
otherwise either consume ourselves and/or IMpOLt Less.™ Wwe 
"pay" in lost satisfaction from these extra imports or 
reduced imports more than we gain through subsidized oul 
consumption. * 


* Helliwell, John F., Annual Review Energy, 1979; IV, 
Page 175-225. 
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There is no doubt that, in the short term, the quantity of 
oil taken is insensitive to changes in its price (the price 
elasticity of the demand is close to zero) because the 
degree of substitution is extremely low. The capital costs 
of switching from the use of one source of energy to another 
are high, as are the immediate costs of substituting, say, 
mass transit for the private automobile. The location of 
residences and work places relative to each other are also 
costly and time consuming to alter. Nevertheless, it is 
equally obvious that, in the longrun, a substantial degree 
of conservation and substitution (e.g., home insulation) 
would take place were the price of oil to rise and was 


expected to remain relatively high. 


Any rationing by. fiat (coupon) scheme would be much less 
efficient, in part because of the administrative costs 
involved and in part because administrative allocation 
presumes a degree of detailed foreknowledge of changing 
demands that simply does not exist. Localized surpluses and 
shortages are endemic under such rationing systems. Sporadic 
shortages mean lost production, and hence waste, not to 


mention frustration. 


It follows, therefore, that to induce the more efficient use 
of scarce oil the price of crude oil in Canada should move 
quickly to the world level. At that level there would be no 
need to regulate oil exports to the United States where the 
price of crude oil is expected to remain below the world 
price at least until 1981 except to ensure that Americans do 
not substitute secure Canadian imports for other offshore 
imports, thus increasing Canada's reliance on the latter.* 
Because it seems virtually certain that the world oil price 


will not fall in real terms, and may well continue to rise, 


* In any event, the rapid phase out of Canadian net oil 
export seems eminently sensible and should be explored 
if the price differential did not have the effect pre- 
sumed here. 
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Canadian investors should be assured that. oil price ceilings 
below the world price will not be reestablished in the 
future in Canada.« This added certainty with respect to 
future Canadian policy would lead investors to seek ways to 
minimize the impact of persistently higher priced oil. 
This would tend to encourage the capital investment required 
to substitute other energy sources for oil. 


Canadian annual domestic crude oil consumption is now about 
700 million barrels. At a Canadian-world price differential 
of $10 per barrel the total subsidy to Canadian consumers is 
obviously about $7 billion. The Department of Energy, Mines 
and Resources estimates* that a one dollar increase in the 
Canadian price.results .in a.revenue change that is distri- 
buted approximately as follows: producers 45 percent; 
Alberta 45 percent and the Federal Government 10 per cent. 
Ignoring oil imports for the moment the annual "contribu- 
tions" to the current consumer subsidy are therefore: pro- 
ducersey Sots -bidlion;- Provinces -Ofe Alberta G3 Vi Mederal 
' Government $0.7. These might be thought of as the current 
rents forgone. Under a unitary state moving to the world 
price would mean that, as consumers, Canadians would lose a 
subsidy in 1978-79 of about $7.0 billion, but as "co-owner" 
of the federal purse they would in a sense gain roughly 
pono. (bildions Mihista1s not} the’ end- of sthe-story P-however- 
On an out-of-pocket basis, the situation is rather different. 
Leaving aside equalization payments, the net cost of the 
price ceiling for 1980 to the Federal Government is estimated* 
as follows: 


Mill. $ 
cost of oil import subsidy V 3597 
proceeds oil export tax (651) 
proceeds gasoline excise tax (434) 
. Siz 


x EMR letter and attachments 18th July 1979 
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Assuming that the oil export tax become ineffective the 
gasoline excise tax were abolished, the purse of the unitary 
state would be increased by the $3.9 billion cited above 
plus this net savings of $0.5 billion for a total of $4.4 
billion. The disposition of these additional government 
funds..is, considered, later. 


One simple but frequently forgotten point needs to be made. 
Although it is a convenient abstraction to speak of an 
allocation of the rents among producers, governments 
(provincial and federal) and consumers, all rents ultimately 
are captured by individuals. Investors (through higher 
share prices or dividends), employees (through higher wages) 
and suppliers to the industry (through higher prices) capture 
the producers share of the rents. Provincial residents and 
Canadian residents capture (through lower taxes, improved 
government services or transfer payments) the government 
share of the rents. Individual consumers capture the rents 
through prices that are below market for oil and its deri- 
vatives. Corporations and governments are, of course, forms 
of organization. Such abstractions cannot benefit from the 
rents just as they cannot suffer from a tax - a matter to be 
discussed shortly. 


Natural Gas : There are, in essence, two regulated prices 
for natural gas in Canada : the Toronto gate price and the 
export price. The former price 1s equal to about 85 per 
cent of the domestic price of crude oil in BTU equivalent 
terms and the latter price is significantly above the former. 
On efficiency grounds, it is tempting to propose that the 
price of natural gas, both for domestic and foreign consump- 
tion, be the same as the world price: of..crude.oil,insetu 
equivalent terms. This is another temptation that should be 


resisted. Equivalence in terms of BTU's does not necessarily 


mean equivalence in substitution given existing technologies. 
A BTU embodied in a gallon of gasoline is not equivalent in 


use to a BTU embodied in coal. Only if the relative prices 
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of oil and gas are permitted to change in response to market 
forces will we know their economic equivalence in use. (We 
do not expect foods to sell at calorie equivalent prices!) 
This would seem to suggest that to induce greater substitu- 
tion if the price of crude oil in Canada were allowed to 
rise to the world level the price of Canadian natural gas 
for domestic consumption should be allowed to finds its own 
"competitive" level. That is the proposal advanced here on 
efficiency grounds. 


Natural gas distributors are, of course, natural monopolies. 
It would be important to ensure that through rate regulation 
the corporations that distribute natural gas were not able 
to capture monopoly profits by restricting volumes in order 
to raise natural gas prices. It is proposed on effiency 
grounds that natural gas pipeline operators be required to 
function solely as common carriers and be regulated on a 
rate’ of return “basis: it’ would then be* possible for’ bulk 
purchasers of natural gas to enter into contracts directly 
with the producers. Gas distribution corporations would 
continue to be regulated on a rate of return basis like the 
Pipeline operators. 


But what of natural gas exports? Clearly, if neither EXDOLT 
volumes nor the domestic price were regulated natural gas 
would not sell in Canada below the price at which it could 
be) sold “inthe United States®* 7 And™the U%S. price “is esta 
blished by regulation as the BTU equivalent of the world 
crude oil price. Given that Canadian producers have excess 
reserves at the present time, the complete deregulation of 
Canadian natural gas prices and volumes might well result in 
rapidly rising Canadian gas exports priced somewhat below 
the US domestic gas price. The same price would almost 
certainly, prevail in Canada. The result would be that 
Canadian gas would be "given away" in the US and the price 
of Canadian gas in Canada would be almost as high as 
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it would be had the Canadian gas price been fixed at the 
world crude oil BIU equivalent price. Canadian natural gas 
producer's would enjoy a large windfall assuming royalties 
were not increased. 


The straightforward route out of this impasse would be to 
levy a flexible natural gas export tax that had the result 
of ensuring that Canadian natural gas sold in the US at a 
price somewhat above the US price at all times - a premium 
thatoccan bee justifredyfin’ security > offtus “supply terms. 
No control over the volume of Canadian gas exports then would 
be re-quired_. (It should be recalled that complete self 
suf-ficiency has been rejected as an unattainable goal.) 


A floating domestic price for natural gas and a gas export 
tax that more than made up the difference between the Cana- 
dian and U.S. prices would, in the absence of gas royalty 
increases (a matter to be discussed later), deprive the 
Canadian producers of most of the windfall gains they other- 
wise would obtain by virtue of the higher world crude oil 
price. More important, it would allow the Canadian price of 
hatural gas to fall relative to the price of crude oil 
priced in Canada at its world level. This would encourage 
the substitution of gas for oil. 


In the long-run, there is no justification, on efficiency 
grounds, for selling natural gas in Canada at a price below 
the unregulated U.S. market price. Subsidized domestic gas 
prices would be a most inefficient method of improving the 
international competitive position of Canadian industry. 
Unless there were firm evidence to support the contention 
that gas producers in both countries had an inordinately 
high discount rate, or persistently underestimate future 
prices, there is no economic sense in hoarding gas for some 
future period. If. they can pyield. more. than, the, real 
interest rate, capital goods that are imported now in 


61 


exchange for natural gas exports are more valuable than more 
domestic gas sometime in the future. 


The Oil Trading Agency Proposal : One of the barriers to 


implementing the pricing scheme just described is the cartel- 


like nature of Canadian oil production and refining that is 
completely dominated by a few supranational giants and the 
natural monopoly characteristics both of oil and gas pipe- 
lines and local gas distribution systems in both Canada and 
the United States. Furthermore, the terms and availability 
of our oil imports are ultimately determined by foreign 
governments. Workable competition does not prevail in vital 
parts of the oil and gas industry. Nor is there reason to 
believe that unilateral action by the Government of Canada 
could bring it about. Under our unitary state assumption 
one way of minimizing the impact of the lack of competition 
would be to create a national oil and gas trading agency 
that would, in effect, act as the monopoly buyer and seller 


of crude oil. The trading agency would negotiate all long- 
term crude oil purchase contracts with the agencies of 
foreign governments and purchase all domestic crude oil 
by tender . It would sell all crude in Canada at the world 
price. Collusive attempts to withhold domestic oil and gas 
supplies could be thwarted by ensuring that competitive bids 
were submitted by a government oil production agency (e.g. 
Petro-Canada). By purchasing all western crude oil by tender 
and by selling it at the price of offshore crude, plus or 
minus the difference is transportation costs, all of the 
rent element rising from increasing prices would be captured 
from producers by the state trading agency.* 


* The national trading agency would function in some 
respects like the British Columbia Petroleum Corporation 
except that the proposed trading agency would purchase 
domestic oil and gas by tender and not offer to purchase 
them at a fixed price. 
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Without a dynamic econometric model it would be futile to 
try and estimate the long term annual gross profit of the 
oil trading agency. Even with such a model only estimates 
based on alternative world price assumptions would be pos- 
Sible. About all that is clear is that, in the short term, 
the "profit" from oil would be approximately equal to the 
prevailing annual gross subsidy of about $7 billion ( 700 
million barrel time $10) less the net cost of the subsidy of 
about $0.5 billion set forth earlier. 


There. .is \mowdoubt “that, in principle, the proposed oil 
trading agency could be established in a unitary state. 
Assuming this means of capturing the petroleum rents were 
optimal, what are the barriers to the implementation of the 
proposal in Canada? Because Alberta claims all the rents, 
the national trading agency proposal would, to say the 
least, cause screams of outrage from that province, and 
possibly British Columbia and Saskatchewan. The Constitution 
would not seem to constitute an impediment if the agency 
were to exclude from its ,ambit oil and gas produced and 
consumed within a province. Federal jurisdiction over oil 
exported from a province and foreign oil imports seems 
absolutely clear. 


The producing provinces could retaliate in three ways how- 
ever. First, they could restrict output thereby necessi- 
tating larger foreign imports. The collection of the rents 
would be postponed and the profits of the national trading 
agency deferred! The. second strategem, that is already 
being employed to some extent, would be for the producing 
provinces to agree to "sell" for next to nothing oil and 
gas to petro-chemical and other potential industrial energy 
users located in the province. This would make firms heavi- 
ly dependent upon oil or gas non-viable if located outside 
the province unless a federal subsidy were provided that 


offset the higher national price. As indicated before, 
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the subsidization of Canadian industry by means of energy 


subsidies is most inefficient. 


Another, and probably the simplest, strategem the producing 
provinces could adopt would be to raise oil royalties by 
about the difference between the prevailing price and the 
world price. The non-deductibility of provincial royalties 
for federal corporate tax purposes would mean that the 
federal corporate tax take would not suffer from such a 
change in royalties. Nevertheless, to the extent that higher 
oil royalties were passed on in higher prices at which oil 
was tendered to the trading agency, which almost certainly 
would happen to some degree, the main purpose of the nation- 
al oil trading agency would not be served. Taken together 
the stategems available to producing provinces that sought 
to frustrate its purpose mean that a national trading agency 
must be ruled out. 


There would seem to be two alternatives: The first is a 100 
per cent tax on windfall oil and gas profits; the second is 
an excise tax on crude oil or products derived from crude 


oil. (We ignore this variant here)*. The windfall tax is 


* There is a temptation to adopt differential prices for oil 
derivative products in metigate hardships (e.g. lower prices 
for home heating oil). This is much less equitable and 
efficient than the approaches discussed later to meet the 
hardship problem. 
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ruled out on administrative grounds. It is virtually im- 
possible to determine operationally the "extra" profit of a 
large, integrated oil company arising from unanticipated 
price increases because they produce indistinguishable 
"new" and "old" oil. A modified excise tax (the proposed 
modification is decribed presently) on domestic crude oil 
equal to the difference between the current wellhead price 
and the landed price of foreign crude would be infinitely 
more straightforward to administer. Such an excise tax 
would not preclude the provinces from reducing output. It 
would, however, place a lower bound on the energy subsidy 
provided to provincially located industries. It would be 
proof against attempts by provincial government to capture 
the rent through higher royalties. TUAAW Ol Us Dealing. 
against provincial Taltongiization'"oft the. oil “industry: 


Should the reader have forgotten, an excise tax of about $10 
per barrel would not affect appreciably the present growth 
of the Heritage Fund. Ignoring the effect of our natural gas 
proposals on provincial revenues the excise tax would, 
however, hold the growth of the Fund to what it would have 
been if the world oil price were to be fixed at about $13 
barrel, which is roughly $10 per barrel more than it was 
when most of the exploration development of the current 
resources took place. 


If the oil import subsidy were removed and the domestic 
crude oil price deregulated there can be no doubt that the 
price of domestic crude oil in Canada would quickly rise to 
the world level (adjusted for transportation costs). The 
domestic oil producers would, in effect, tax the Canadian 
consumer an additional $10 per barrel. By imposing a federal 
excise tax all of the proceeds would accrue to the federal 
treasury rather than 10 percent - the balance being split 
evenly between the producers and the provinces. The in- 
Cidence of the federal excise tax would, of course, be the 
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same as the implicit tax resulting from the move to world 
prices. Some oil purchasers would pass the tax forward in 
the form of higher prices for the goods and services they 
sell or backward in lower prices for other goods and 
services they buy. Some of the burden would be shifted to 


non-residents: part would be borne by Canadians. 


Generally speaking, if the price of oil rose sharply as a 
result of the tax, unless the money supply were increased 
the prices of other things would have to fall absolutely or 
more unemployment would result. For reasons that need not 
delay us here, prices are inflexible downward, at least in 
the short and medium term. To avoid the additional un- 
employment we could expect that the money supply would be 
increased and the general level of prices rise more rapidly. 
If the Canadian inflation rate were no greater than the U.S. 
inflation rate and the world price of oil did not rise 
further in U.S. dollars (probably an unrealistic assumption), 
the price of Canadian oil including the tax would decline in 
real terms with domestic inflation. However, this is a 
Stabilization policy issue that falls outside our terms of 
reference. 


Although the wellhead excise tax is by far the simplest 
method of collecting the $10/barrel rent that would be 
generated by moving to the world oil price, unless modified 
the tax would create a signficant problem. Bygones being 
bygones as far as investment is concerned, the imposition of 
the tax would not affect the conventional extraction of 
conventional oil from know pools. If it pays the producer to 
extract a barrel of oil at $14/barrel it will pay him to do 
so if the after excise tax price is still §14/barrel. As 
far as the future rate of investment in exploration and 
development is concerned, the excise tax would be capital- 
ied) in thenpricesmbida for wand’ —— Chemexpected after tax 


date of return would be unchanged. The investment rate 
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would therefore not be significantly affected. What would 
be affected, and this is cause for serious concern, is the 
extra investment and operating costs involved in secondary 
and tertiary recovery from known pools. Fourteen dollar oil 
will warrant the additional expenditure of up to $14/barrel 
to recover it from the pool. Obviously $24/barrel oil will 
Warrent additional expenses to recover additional oil from 
the pool. This is of the greatest importance because when 
crude oil is cheap it only pays to recover a relatively 
small proportion of the known pool, and conversely. 


To circumvent this serious difficulty it is proposed that 
there be a tiered excise tax schedule established. The $10 
levy would apply across the board but with these vital 
exceptions: operators extracting oil from a particular pool 
would be eligible for a reduction of say 50 percent in the 
excise tax on the crude oil produced from the pool if they 
could establish that: secondary extraction methods were 
being applied to that pool; the reserves recoverable by 
primary extraction had, in fact, been extracted. Further- 
moré; pat tthey “could — establish «that tertiary extraction 
methods were being applied to the pool and that the addi- 
tional reserves recoverable by secondary extraction had 
indeed been extracted, the excise tax would be waived al- 
together on. thisvthird® tier oil; 


While I claim no expertise in the matter, it is my under- 
standing that pool by pool differentiation is not im- 
practical and that it would not be impossible to arrive at 
some reasonable. straightforward criteria for the deter- 
mination of the use of secondary and tertiary recovery 
methods. If this is the case, the scheme proposed, although 
no doubt rough and ready, would seem to me to be infinitely 
better than an attempt to tax windfall profits and much 
better than an undifferentiated excise tax rate. The 
additional conventional oil recovered from known pools at 
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the world price with zero excise tax will be much cheaper 
than unconventional oil. The supply response to higher 
prices through secondary and tertiary recovery could drama- 
tically change the Canadian conventional oil supply picture. 


As already stated, in our view, the price of domestic 
natural gas should be deregulated in the expectation that, 
at least for five or ten Years, .sucs price would) fall (at 
least relatively) below the 85 per cent BTU equivalent world 
price of oil that now prevails. It would be counterproduc- 
tive, therefore, to impose a comparable excise tax on natural 
gas destined for the domestic market. The purpose we seek to 
serve through the deregulation of domestic gas prices would 
be frustrated, however, if the provincial gas royalty were 
raised. To preclude the gas royalty price hike the Federal 
Government could provide for a punitive gas export tax: 
increases in royalties would trigger a confiscatory increase 
in the gas export tax. This would so damaging to the pro- 
ducers that the provinces would be bold indeed to increase 
their gas royalties. It would be infinitely better however, 
if by a sharing of the proceeds of the gas export tax with 
the province the need for such a punitive provision were 
avoided. This sharing arrangement is discussed in the next 
Part. 


Circumscribing the role of pipeline companies to that of 
common carriers - which would permit large buyers to bargain 
directly with sellers - would seem to answer to the problem 
of pipeline operators collecting the rents. 
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Section 6: The Exploration and Development of Conventional 


Crude and Natural Gas 


In this Section we will consider non-frontier conventional 
oil and gas. Frontier exploration and development and 
non-conventional oil will be dealt with in later Sections. 


At. the )iprésenk, ptime,» san° #incentive » tax): system isthe 
principal policy instrument for encouraging exploration and 
development. Rights to explore and produce oil and gas from 
Crown lands (we will ignore freehold mineral rights) are, in 
effect, auctioned. These costs are deductable as developmen 
t costs for corporate tax purposes. Exploration expenses are 
immediately deductible. Development costs are deductible on 
an accelerated (30 percent) diminishing balance basis. At 
the present time these costs can be deducted against income 
from any source. The resulting tax postponement is, in 
effect, an interest-free loan of the taxes postponed. It is, 
needless to say, enormously valuable. Furthermore, resource 
profits (a defined term) are reduced by a resource allowance 
of 25 per cent and by an earned depletion allowance of up to 
25 per cent based on one-third of actual exploration and 
development expenses. The latter amounts can be carried 
forward if not claimed against current resource profits. The 
resource allowance was granted in 1974 as a rough quid pro 
quo for the decision to disallow the deduction of provincial 
royalty payments for federal corporate tax purposes. 


Under a unitary state, the deductibility of royalties could 
be resumed and the resource allowance abolished. Indeed, 
under a unitary state with a national trading agency, if all 
mineral rights were Crown owned and all exploration and 
production rights were sold at auction, the rationale for 
royalty charge would largely disappear.* Because rights to 


* However, as Meyer Bucovetsky has shown, a royalty system 
does encourage exploration because the state, in effect, 
shares the risk. 
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explore and produce oil and gas from Crown lands are now 
sold at auction and, assuming no collusive bidding, royalty 
rates and the corporate tax are capitalized in the prices 
pald “towithe™ Crown to’ yield @an) after-tax” rate “of return 
comparable with other investments of the same risk. Thus 
through capitalization in land prices the province recap- 
tures all federal corporate tax incentives in higher land 


prices assuming that oil and gas prices do not rise unex- 
pectedly after the bidding takes place. It follows, there- 


fore, that with some exceptions to be discussed below, no 
corporate tax concession designed to encourage petroleum 
exploration and development can be effective. 


Abolition of the earned depletion allowance would result in 
a windfall loss to exploration - development corporations 
because of the consequent reduction in the value of the 
land already acquired. In the future, the loss of the con- 
cession would be capitalized, of course, in lower bids for 
exploration and production rights. 


The increase in the effective tax rate through the withdrawal 
of the depletion allowance would reduce the corporate funds 
available for investment by reducing retained earnings. It 
is difficult to assess the materiality of this effect on 
future investment. If the self-imposed constraints of 
management related to the maintenance of control were not at 
issue, the ready access to funds in the capital market for 
corporations with resource profits would make the resulting 
reduction in their cost flow of little importance. But the 
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managerial constraints are real. Presumably, and not sur- 
prisingly, executives are risk averse when it comes to 
decisions that could effect their own positions. They are 
seemingly willing to accept a lower rate of return on cor- 


porate investments that can be financed through retained 


earnings. However, this problem (if such it is)is not unique 
of course, to the, petroleum industry . 


Joint venture arrangements that are prevalent in the petro- 
leum industry allow a pooling of risk that cannot usually be 
achieved in most non-resource industries. There is therefore 
no a priori argument in favour of tax concessions of any 
kind to offset the riskiness of exploration even if one 
could be imagined that would not be capitalized in higher 
land prices. 


In as much as the earned depletion allowance is offset by 
the capitalization of the benefit in higher bids for land, 
there is no reason to believe that the earned depletion 
allowance induces a level of investment in oil and gas that 
is too large relative to the investment in other industries 
subject to higher corporate tax rates. However, because it 
is only applicable to "resource profits" the earned deple- 
tion allowance creates a barrier to entry for corporations 
not already established in the production of oil and gas. 
This is an important consideration because it sustains and 
strengthens the cartel-like, foreign dominated industry 


structure that exists in the petroleum market.* 


* Indeed, all fast write off incentives create a barrier to 
entry for new enterprises that do not have current income 
against which these expenses can be deducted. The delay 
in obtaining the deduction is extremely costly. 
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Perhaps the most decisive evidence to support the argument 
that the major petroleum corporations face no cash shortage 
is the recent spate of acquisitions. The major inter- 
nationals have been acquiring control of other corporations, 
many of which are quite outside the energy sector. If the 
tax royalty regime were judged to be inhospitable, the 
exploration and mineral rights sold by the province would be 
zero. In fact, the prices received have risen like sky- 
rockets. This suggests that the industry finds them 
exceedingly comfortable at present given projected oil 
prices. If the corporations were anxious to invest more in 
oil and gas but were cash poor they would not be diver- 
sifying. 


The argument for the withdrawal of the federal earned deple- 
tion allowance on future conventional oil and_ gas 


exploration and development therefore seems unassailable. 


What is abundantly clear is that, given the existing 
Canadian situation, federal corporate tax concessions are 
ineffective in stimulating exploration and development and 
the federal revenues foregone are essentially captured by 
the provinces through higher land prices. Moreover, the 
allowances create a barrier to entry into an industry al- 
ready plagued by bigness. Because the allowances lower the 
effective tax rate, they increase retained earnings. 
Foreign owned corporations are therefore able to expand in 
Canada in the petroleum industry and others by virtue of the 
Canadian corporate taxes foregone. The Canadian taxpayer is, 
in” effect, making: a Gift “of “Canadian assets “to- non- 
residents. On efficiency grounds it is therefore proposed 
that the earned depletion allowance be gradually phased out 
by denying the earned depletion allowance for future explora- 
tion and development expenses. 
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Section 7: Non-Conventional Oil 


It was argued earlier that higher crude oil prices in Canada 
will restrain future demand and increase the recovery of 
conventional crude from known pools. Until the magnitude of 
these responses is known it would be premature to undertake 
extraordinary measures to increase the domestic oil supply 
on the basis of efficiency considerations. As with the 
information derived from frontier exploration, however, a 
case can be made for public subsidy of the development of 
the’ technology. of isynenecic. O14 extraction. from the tar 
sands and for processing heavy oils to obtain a product that 
1s roughly substitutable for conventional crude. The justi- 
fication is the same: to a considerable extent the techno- 
logy has public good characteristics that probably preclude 
the private investor from capturing through product sales 
the costs involved. There is no doubt that unless the price 
of conventional crude is astronomically high, synthetic 
crude can not be produced on a large scale with existing 


technologies without massive capital or other subsidies. 


It would therefore appear that investments beyond the pilot 
plant stage are not justified under the efficiency criterion 
except as a hedge against the sudden loss of foreign crude 
oil and as a hedge against the possibility that higher oil 
and lower natural gas prices will not induce substantial 
demand and supply responses in the longer term. These are 
not trivial exceptions of course. Although the financing of 
the several extant tar sands and heavy oil projects differ 
one, from” another,” 2t.is > worthy -of (note. that. the latest 
Alsands proposal by a consortium headed by Shell Oil in- 
volves, in essence, that the federal and provincial treas- 
uries would forego taxes otherwise payable on the current 
flow of resource profits of the consortium members until all 
of their investment costs were recovered. To all intents 


and purposes, the Canadian public would provide about one 
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half of the requisite $5 billion in capital without cost to 
the consortium. The market for the output would be assured 
and the world price for the output would be guaranteed. 


If one looks upon the potential after tax and royalty profit 
to be garnered from a Pub iemoitt cof say, .$2u5) billion of 
fixed assets as a Management fee, one might well ask whether 
the proposed arrangements are the least costly from the 
point of view of the public purse. 


Doubt has already been expressed about the economic wisdom 
of proceeding much beyond the synthetic oil projects already 
launched until Canadian conventional oil prices have been 
allowed to rise to world levels and remain at those levels 
for a sustained period. However, should it be deemed de- 
Sirable to proceed from an abundance of Caution, the con- 
cesslonary financing proposed by the petroleum industry 
seems ludicrously, perhaps obscenely generous. Because much 
of the capital would be public, it would seem not in- 
appropriate to have public ownership, although cost overruns 
on public projects are notoriously large and common. An 
alternative would be the contingent repayment loan scheme. 


The scheme would have the following features: 


- each non-conventional project would be established under 
a new and distinct corporation; 


- for every dollar invested by the shareholder in th 


corporation the government would lend, say, $5; 


- when and only the corporation's cumulative after 
corporate tax income* exceeded the sum the shareholders 


* The corporation would be allowed to deduce, in calculating 
taxable income, only that portion of the capital costs 
financed by shareholders either by way of share purchase 
loan redemption. 
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had invested prior to the generation of income would 
interest on the government loan be charged and the loan 
become repayable on an amortized basis; 


- the interest rate and the amortization period would be 
concessionary if necessary. 


Such a scheme would "solve" the financing problem yet limit 
the concession for successful projects to the interest 
foregone and/or the favourable interest and repayment terms. 
Under the scheme proposed, the public purse would bear a 
disproportionate share in the loss of unsuccessful ventures 
but would not share in the gains from those that were 
successful. 


Still another alternative would be a government guarantee of 
a premium price over the world price with, of course, no 
excise tax being levied. While attractive in its simplici- 
ty, this method probably would not suffice to overcome the 
Drovlen Bor tiesaack of “up front" cash for. projects the 
Capital market judges to be quite risky. 


Either method of subsidizing the projects would seem in- 
finitely preferable to the arrangements proposed by the 
consortium---unitary state or no unitary state. 


The present consortium proposals might be characterized as 
follows: the Federal Government (and some provincial govern- 
ments too)puts up billions in capital through foregoing 
taxes. The provincial governments of the producing pro- 
vinces eventually collect royalties. The Federal Government 
may never collect a penny of corporate tax if the profits 
are reinvested in other projects. The supranationals 
reinvest the profits earned on the basis of the taxpayers 
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assets in order to purchase additional Canadian assets. The 
contingent repayment loan scheme, or some alternative scheme 
with similar attributes, is desperately needed. To reiterate: 
in this industry a gift from the federal RLeasury is, in 

large part, a gift from the Canadian taxpayer to non-resident 
Share-holders of Supranational companies and to the 

treasuries of the producing provinces. 
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Section 8: Frontier Exploration 


In the absence of government controls, the rate of depletion 
of known reserves depends upon the producer's discount rate 
and the expected) future price of ‘the output. | The world 
price of crude oil, as modified by Canadian and American 
policies, is the crucial determinant. The costs of explor- 
ation, development, production and transportation of arctic 
and offshore crude are so enormously high that unless ex- 
tremely large reserves are discovered and the world price is 
also extraordinarily high (and not blunted by government 
controls), frontier oil is likely to cost in real terms more 
than the imported 011 it would displace. This is especially 
the situation with respect to frontier natural gas, for 
there are large known and much more accessible reserves 
available. Why then the frontier exploration allowance that 
allows an unlimited write off against other income of 166.6 
per cent of frontier exploration costs? It has been widely 
reported that, under some circumstances at present a dollar 
of investment in frontier exploration can cost the treasury 
well over one dollar because the frontier allowance is 
provided over and above the other allowances and concessions 
de-scribed above. 


The answer to the foregoing question is by no means apparent 
in economic efficiency terms. To all intents and purposes 
what is being "bought" with the frontier exploration sub- 
Sidies is information about the size of the stock of po- 
tential reserves - reserves that are most unlikely to draw 
down in the foreseeable future if efficiency criteria alone 
are applied. Because of the public good characteristics 
(spillover effects) of such information, an element of 
public subsidy in acquiring it seems justified. As ex- 
plained before, individual private investors cannot capture 
all the benefits arising from the information obtained and, 
in the absence of subsidies in one form or another, too 
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little information may be generated.(The information almost 
certainly could be obtained at a lower cost than by the 
existing tax concessions. 


The contingent repayment loan scheme previously mentioned 
would accomplish the same purpose at lower cost to the 
public purse. What the additional information is "worth" in 
terms of investment opportunities foregone is an open question. 
What is clear, however, is that if we put aside for the sake 
of our discussion the land claims of native peoples in the 
far north, under a unitary state all of the net collective 
benefits of offshore oil and gas could be collected through 

a trading agency the profits of which accrued to the national 
treasury. 


The coastal provinces claim all non-arctic offshore mineral 
rights. This too would be a non-issue under a unitary 
state. 


Although the offshore mineral rights question has not yet 
been settled, had those rights been transferred to the 
coastal provinces and commercial extraction were to take 
place, the prospective battle over resource revenues would 
be the same as the present federal-Alberta tug of war over 
revenues. It does not seem to occur to Albertans, and one 
might ask whether it would occur to the residents of the 
coastal provinces either, that without the massive federal 
tax expenditures embedded in the past corporate tax treat- 
ment of petroleum and natural gas, the exploration and 
development, upon which current oil and gas provincial 
revenues are based, probably would not have taken place at 
all! 
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Section 9: ROYALTIES 


Under the existing Canadian constitutional structure and the 
federal reliance on the corporate income tax as an important 
means of finance, the federal disallowance of provincial 
royalty payments aS an expense is inescapable. Without such 
a disallowance the province could unilaterally capture all 
of the rents resulting from unanticipated price increases by 
increasing royalties (these would not, of course, have been 
captured by the province in earlier land sales). 


Because the federal Government must not allow provincial 
royalties as an expense in calculating corporate taxable 
income is the resource allowance necessary as a rough off- 
set? Leaving aside the politics of the matter, the answer is 
unequivocally no. Like the earned depletion allowance 
restricted to "resource profits", the resource allowance 
that is similarily restricted encourages corporate concen- 
tration. Leaving aside the cash flow implications, like the 
earned depletion allowance it serves no useful purpose in 
encouraging future exploration and development because the 
net effect of the disallowance of royalties and the positive 
resource allowance are being capitalized in higher land 
prices* to the benefit of the treasuries of the pro-vinces. 


Having said this, however, it must be admitted that royal- 
ties are as legitimate a business expense as any other. The 
disallowance effectively doubled a corporation's total 
royalty expense - an expense that Alberta substantially 
increasedhywitirvrespect® teoold!voil) after, 2073r0" Never tie= 
less, the net effect of the unexpected price increase for 
oil, plus these offsetting royalties/tax changes, undoubted- 
ly was positive: witness the dramatic increase in land 
prices to which we have previously alluded (recal too that 
the other tax concessions remained unchanged. 


x It must not be forgotten that these land costs are a de- 
ductible expense for corporate tax purposes. 
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It is painfully apparent that there is no painless and 
elegant solution to this tangled situation. It 2s-4also 
painfully apparent that the situation should not be per- 
petuated indifinitely. In ei Sees pi ti tleite lis therefore 
proposed that: 


- the federal resource allowance be withdrawn 


- the disallowance of provincial royalties be continued 
until the Government of Alberta rolls back its royalty 
rates to pre 1973-4 levels and freeze them at that level 


- should the Province agree to this roll back and freeze 
royalties the federal excise tax would be increased by an 
amount necessary to compensate the Province fully fer the 
revenues lost as a result of the royalty rollback. 


It js the intention of this proposal that the flow of oil 
rents accruing to the province at this prevailing price of 
$13-S14/barrel be maintained while, at the same time, re- 
storing the integrity of the corporate tax both by a re- 
storing the deductibility of royalties (albeit rolled back 
and frozen royalties!) and by withdrawing the resource 
allowance. 


To restate the obvious for emphasis: under a unitary state 
hone of the serious problems discussed in this section would 
arise. Whether the rents were picked up by land prices, 
royalties or the profits of a government trading agency 
would be of little importance for they would all flow into 
the same pocket. 
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Section 10: PUBLIC TRANSPORTATION 


Although there are undoubtedly many other possibilities, 
as an example, we will consider one of the most obvious 
means of conserving oil and gas: the increased subsidization 
of urban and short-haul inter-urban public transport and the 
increased taxation,’ directly or indirectly} of the’ private 
automobile - over and above the establishment of substanti- 
ally higher) gasoline jand oi1 prices. Public transportation 
should ‘be of Dow cost to thei user. It should be safe, fast, 
convenient and reliable. Conversely, the private automobile 
must be made less convenient than it now is and substant 


-ially more expensive in American money to the user. 


There is little point in making private automobile travel 
more expensive without providing a viable alternative mode 
of stransportation: With the complete dependence of many 
individuals on their automobile for travel to work, shopping 
and school higher gasoline prices would constitute little 
more than a revenue raising tax with no possible behaviour 


adjustment unless alternativess were available. 


With a unitary form of government, it would be a relatively 
simple matter to implement a consistent, integrated public 
transportation subsidy scheme across the nation because 
municipal authorities, as creature of the central government, 
could be instructed to follow a particular course with 
direct funding by the central government, on the basis of 
established criteria. With the municipalities being crea- 
tures of the province, the direct relationship is, to all 
intents and governments were unwilling to accept the funds 
for mass transit on some basis, negotiating the terms and 
conditions is usually painfully slow and monitoring extra- 
ordinarily difficult. Reducing the convenience of the private 
automobile by, for example, closing certain core areas of 


cities to them and/or by restricting the number of parking 
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spaces and/or raising parking charges to induce the greater 
use of public transit would be extremely difficult to achieve 
even within a province! 


Nevertheless, as suggested later, despite the difficulties 
this kind of federal/provincial agreement must be worked out 


and some of the proceeds of its excise tax allocated to 
finance it. 
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Summary of Part B 


It has been our purpose in this Part of the study to suggest 
the kinds of modifications that are necessary to achieve 
economic efficiency, and to maximize the collective benefit 
from non-renewable resources ownership - modifications 
arising because of the Canadian federal constitution and 
the fact that the producing provinces seek to capture aloe r 
the collective benefit. 


Some of the policy changes proposed would seem to make sense 
whether or not Canada was a unitary state or a federation. 
Of particular importance in this regard were the suggestions 
that the earned depletion allowance be phased out and that 
the subsidization of non-conventional oil take the form of 
contingent repayment loans. The earned depletion allowance 
is virtually useless as an incentive because it is largely 
Capitalized in land prices. It also encourages industrial 
concentration in an industry that is already cartel-like. 
It allows the giant supranationals to acquire Canadian 
assets with the Canadian taxpayers money. The proposed 
contingent loan scheme would ultimately be less costly to 
the public purse and would eliminate the special advantage 
that the supranationals enjoy under the arrangements they 
are suggesting. The explorations and development subsidy 
question is not without federal/provincial implications, 
however. To the extent that the federal corporate tax 
incentive is capitalized in land prices, the producing 
provinces capture the federal incentive but do not share the 
proceeds of the land sales. Under a unitary state it would 
nou’ be. Ofe’significance of * course? Similarily, federal 
taxes foregone in the financing of non-conventional oil 
projects may never be recovered. The producing provinces 


will eventually obtain royalties. 
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Not surprisingly, the federal-provincial tug of war over the 
division of the collective net benefits from the revenues 
complicate the capture of the rents from unexpected price 
increases. Under a unitary system rent capture would be 
accomplished in a straightforward manner by a state oil and 
gas trading agency buying for domestic producers by tender 
and,.in effect, selling oil at the world price and gas by 
auction. Because the provinces could increase their oil 
royalties and thereby capture all the rents such a scheme 
would not work under a federal state without provincial 
co-operation - co-operation unlikely to be forthcoming! For 
the reasons cited earlier, an excise tax on crude oil levied 
at the wellhead seems the best alternative. It sidesteps 
both the royalty issue and the issue of the federal right to 
tax provincial agencies. The tiered excise tax structure 
proposed should eliminate the barrier to expanded secondary 
and tertiary recovery. 


The situation with respect to natural gas is less straight- 
forward, however, given that, for efficiency reasons, its 
price in Canada should be allowed to find its "competitive" 
level and not be dominated by US gas price regulation. If 
the Federal Government ceased to control the Toronto gate 
price Alberta could increase its royalties. One "answer", 
which. 1Siwmost;.unsatisfactory,.-might ber theyithreate of ca 
punitive increase in the proposed federal export tax trig- 
gered by a further increase in provincial gas royalties. 
However, if the producing provinces were to share in the 
proceeds of the gas export tax that filled the gap between 
the market price in Canada and the U.S. price, the producing 
provinces might agree to freeze their gas royalties. Federal 
deregulation of the price and volume of gas exports would 
also be attractive to the producing provinces. 


All in all, it would seem that with some ingenuity policy 
modifications could be devised that would meet our efficiency 
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-collective benefit maximization goals without the use of 
the most draconian constitutional powers of the federal 
government if the Government of Alberta did not use its 
draconian power to restrict output! Had the Federal Govern- 
ment adopted in 1973 the measures hypothetically proposed in 
this Part is there any doubt, however, that those draconian 
powers, or something similar, would have been adopted by 
Alberta? What is being suggested here is that only one half 
of the total windfall benefit resulting from the price 
change be captured for the benefit of Canadians generally: 


I cannot forebear a wry observation that perhaps will pro- 
vide a needed perspective with respect to the essence of the 
problem that underlies this Part of the paper. Imagine if 
you will a simplified Carter Commission - like tax structure 
that had the following attributes: 


1) a personal income tax rate of 50 per cent with corpor- 
ations withholding tax on profits at the same rate for 
both resident and non-resident shareholders 


2) resident shareholders credited with taxes withheld at the 
corporate level 


3) full taxation of share gains (adjusted for retained earn- 


ings) on an accrual basis. 


4) The resource property rights of a province are deemed to 
be held by a corporation with the residents of the prov- 
ince deemed to be shareholders. The costs of acquisition 
being zero, the proceeds from the sale of rights and from 
royalties constitute the income of the corporation. The 

‘corporation withholds tax on behalf of residents and 


remits to the federal government. 
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(Another variant of the Carter "approach" would be to deem 
that each Alberta resident had an inputed income equal to 
his share of the province's oil and gas revenues, and to 
require the governments of the provinces to withhold and 
remit half of these revenues to the Federal Government on 
behalf of the province's residents. After aii. provincial 
governments do withhold and remit federal personal income 
tax on behalf of their employees! ) 


With such a tax regime the fight over the allocation of oil 
and gas rents would be a non-issue. The lucky winners would 
keep half of their windfall gains and the other half would 
be available to be distributed among Canadians generally in 
one way or another. (The main loophole, and it is trivial in 
comparison with the present system, would be the increase in 
the share prices of foreign held corporations that could not 
be taxed by the Government of Canada.) 


It almost certainly is not possible to implement an "ideal" 
tax system. But an awareness of such a system certainly 
facilitates the identification of the source of our problem, 
however. 


In the next Part we consider the disposition of the rents 


collected for the benefit of Canadians generally as a result 
of the "proposals" put forward in this Part. 
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PART’ C: ~ "A POSSIBLE STRATEGY. 


Consider the following "facts": 


(1) 


(2) 


(3) 


Since” 19 /s the worl ,price’ or crude’ orl “hag? pisen 
dramatically from about $4-24/barrel pulling in its 


wake the price of natural gas. 


Even though the Canadian crude oil price has only 
increased by about half as much, the Government of 
Alberta and the oil and gas producers have realized 
enormous increases in their revenues. The Department 
of Energy, Mines and Resources estimates that, should 
the Canadian oil and gas prices remain unchanged, in 
1980 the net operating income of producers would be 
Si eu billion shared roughly as follows: producers 45 
per cere (Somercorel ton) provinces; 45 °per*cent ($5.4 
biddionigs and federal, © T0viperecent#($1.43) billion): 


Not yonilywrish thepmetederal,s/'take"~%on sbehalf sof -'all 
Canadians generally relatively trivial, when the total 
financial involvement of the Federal Government in the 
oil and gas price issue is considered the following 


Situation is revealed. 


AClearivaall of pthis. amount, ds, not ments inel, opendting ie 
venues would not be zero had the oil and gas price changes 
since 1973 not taken place. Because prices have roughly 
tripled since) 19735.,at would nots seem unreasonablessto 
suppose that about one half to two-thirds of this figure 
represents "rent" - prices over and above costs. 


ov 


Revenues ($ millions) 


Corporate Tax 1,380 (as above) 
Oil Export charge 651 
Gasoline excise 434 

2,465 


Expenditures 


Import compensation Docc 
Equalization payments 832 (with respect to 
petroleum revenues 
only) 
2,429 
Net Federal Revenues SG 


(4) We estimate that in 1980 the rent contribution of 
Ontario consumers (individuals and businesses) to the 
net income of producers (assuming no further increase 
in oil or gas prices) to be as follows: 


1973-79 
Consumption Price Difference Contribution(S$billions) 
OLre 190 smite /B $10/B S79 
gas 700,000 mcf $1.70/mcf Saag 74 


eis La 


This is roughly 25 per cent of the total net operating 
revenues of $12.6 billion, as stated above. 


Attachment (towa’ Veccer. from D.W. Scrim, | Director) sGenéral, 
Financial and Fiscal Analysis, Energy, Mines and Resources, 
PochewulLy, 979 
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To the best of my knowledge no one has suggested that there 
Should be any reduction in the flow of funds now being 
received by» the producing provinces under the present 
arrangements. In other words, the producing provinces would 
continue to ‘receive about’ $5.8 billion»persyear in’ oil and 
gas revenues. The Heritage Fund would continue to grow at 
$1.5 billion/year and so on (declining oil output being it 
might be assumed, offset by rising natural gas output). The 
issue is entirely confined to the disposition of the 
additional $7.7 billion in the net operating revenues of 
producers (also estimated by EMR) that would result if 
Canadian oil and gas went to the world level in 1980. (The 
precise year is not germaine to our argument.) With the 
existing royalty/tax regime in place, the producing pro- 
vincessiwoulds receive Gant additional! «$32\6obil@ion; theo pro# 
ducers, and saddativonale:S3e2billion ‘andthe Federal Govern+ 
ment an additional $0.9 billion. Ontario consumers would 
contribute an additional annual amount of about $3.1 
billion. The federal net revenue position would be quite 
transformed, however. It is estimated that the trivial $36 
million shown above would rise to $1.3 billion. (This would 
be the net effect of the following changes: + $0.9 corpora- 
tion tax - $0.6 export charge revenue + $1.6 import compen- 


sation saved - $0.6 additional equalization.) 


In my view it is indisputable that, on efficiency grounds, 
the price of crude oil in Canada should rise quickly to the 
world level. It is also my view that tying the price of 
natural gas to the price of crude in BTU equivalent terms is 
a serious error. However, leaving aside the latter point 
for a moment, in my opinion it also would be a most serious 
error to move to the world oil price under the existing 
tax/royalty regime. Even under a federal corporate tax 
system of enormous generosity, the producers cannot find 
profitable investment opportunities in oil and gas at 


current prices, as the increases in the prices bid for land 
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and their recent diversification moves prove. What public 
purpose would be served by providing them with an additional 
annuals Windfalleof $392 hbilJionmeithes fact that the grft 
would largely accrue to the benefit of non-residents hardly 


makes the prospect more enticing. 


What is needed, therefore, is a rapid move to the world 
crude oil prices in Canada but the demise of this windfall 


gain. to producers. 


It can be expected that the petroleum industry, being what 
it is, will threaten to withdraw exploration and development 
expenditures from Canada and in the face of any tightening 
of the current tax regime. The industry would be less than 
National - and above all in the face of any tightening of 
the current tax regime it is rational in terms of its own 
game - not to spend a great deal of money to persuade-cajole 


-frighten and threaten Canadians. The stakes are large. 


The question of providing an additional $3.6 billion to the 
producing provinces is even more disputatous. In terms of 
the Constitution one might suppose that the case for the 
producing provinces is quite clear in demanding that they 
keep for themselves all the benefits to be derived from 
Shelia wires veresource irights. lt 1s ditficult nok to choke 
a little, however, when one realizes that the founding 
fathers no doubt expected that natural resource rights would 
be alienated by the provinces, as was the practice at the 
time. Under that supposition (proven false in the event) 
their decision to prohibit taxation by the federal Crown of 
the provincial Crown made eminent sense. We reluctantly 
assume that the federal taxation (on behalf of Canadians 
generally) of the income from the provincial ownership of 
all natural resources is not politically feasible in the 
near term. What follows, therefore, 1s a kind of second best 


Reolution!!s 
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To go back to 1867 (or before?) and try to calculate annual 
per capita costs and benefits for each province for each 
federal policy would be as silly as it would be impossible. 
Almost all of those who gained and lost are dead. ~Children 
can hardly be brought to account for the evil acts of their 
forebearers, nor do the progeny of those who suffered de- 
serve compensation from those who were not responsible. The 
policy "mistakes" of the past century - if such they were - 


provide no guide to current oil and gas policy. 


It would be difficult to argue that the "average" resident 
of Ontario would be completely unable to finance an addi- 
tionalusinemease hanes oide-andwigqas:: bil be off saboutco70dper 
cent. Conversely, it is equally difficult to argue that 
Alberta's residents, in general, "need" the money. They 
have no sales tax to pay and their government is already 
running a surplus that is more than twice as large as the 
deficit of the Government of Ontario with a population about 
five times larger. But this too is irrelevant. Individuals 
not averages vote. To assert that Alberta "doesn't need the 
money" is like asserting that incomes over a certain level 
(namely my own) should be taxed at one hundred percent. The 
forecoLneaenok) wathstandingarcdit sisi dafficult.tos.deny Lthat 
there are hundred of thousands of Canadian individuals and 
families who have little if any discretionary income. They 
do have to heat their homes and cook their food. In many 
cases, they have no alternative but to drive to work. Ever 
higher energy prices for them will undoubtedly be a real 
hardship. The many voters who believe that they would be put 
invethis .posi tion swills findickt cdamnably chard <togdeceptathe 
proposition that they, who "subsist" from day-to-day, should 
be more miserable now in order that the future residents of 
Alberta be protected against an unlikely (at least in their 


minds), distant event - no Alberta energy resources. 
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I believe the point just made to be valid, and I also 
believe that the crux of the matter is clear. If Canada were 
not an oil or gas producer, the increase in the world price 
of oil and gas would be a fact to which Canadians would 
simply have had to adjust, or would have to adquse. “Crt 
should be noted that because of the appreciation of their 
currencies, both West Germany and Japan - nations entirely 
dependent upon oil imports - have had little aifficulty- in 
adjusting to the increase in the Won dsprices cn’ orl ex= 
pressed in U.S. dollar terms for their currencies have 
appreciated dramatically since 1973 relative to the U.S. 
dollar 4) It is also a fact that because Canada is energy 
rich compared with most other industrialized nations, 
Canadians have a kind of option. Canada has, without obvious 
dire economic consequences, postponed the full adjustment. 
Partly because it was unclear whether the world price change 
was permanent, partly because the magnitude of the series of 
increases was unanticipated and partly for simple political 
expendiency, it was decided to restrict and postpone the 
adjustment to higher oil prices. For the vast majority of 
voters the policy has worked extremely well. Fuel is cheap 
in Canada relative to, say, Europe. And fuel is readily 
available == which) Ws not “truesin’the’ United States. The 
benefits of postponement of the present policy are apparent: 
the real costs of the policy, in terms of the waste of 
scarce. fuels, are little understood. As far as most voters 
are concerned, higher fuel costs will hurt them and put 
their money into the pockets of both the oil companies, that 
dre 2m basoconspiracy). to a.gouge’ them;- and’ =the Province of 
Alberta that has so much money that it doesn't know what to 


do with it. "Why, I read in the paper a while back about 
this here, what do they call it .... Alberta Heritage Fund, 
and< do” ya “know’%../"9) Any politician that would appear to 


permit the price of fuel to rise to enrich the oil companies 
that, in the eyes of most voters, are rogues and the Govern- 
ment of Alberta that doesn't know what to do with the money 
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its receiving now, would be asking for defeat. The element 
of truth in the voter's perception of the consequence of 
higher fuel costs makes it extremely difficult to persuade 
him or her that the other part of the truth - that there are 
real and important hidden costs - warrants foregoing the 
immediate and obvious benefit of low fuel prices. In matters 
of this kind, an ounce of concrete immediate personal benefit 
is worth more than a ton of abstract future diffused cost. 
Particularly when someone else, who you have never met, 
would probably have to bear the cost anyway - if there were 


any costs. 


We have here the interface among the several realities: 
Premier Davis' reality (and Prime Minister Clark's too!) is 
the prevalence of voters with the perceptions we have just 
discussed. Premier Lougheed's reality is his perception, a 
perception he shares with virtually all Albertans, that they 
have a right to the additional $3.6 billion annually. And 
then there is the economists' reality of waste - of Canadians 


frittering away an important advantage. 


Although it would be too much to hope that most voters would 
not be opposed to higher energy prices, the degree of their 
antagonism would be largely dependent upon their perceptions 
ef the “intended disposition of the rents ‘collected. The 
perception that the higher prices were fattening politicians, 
bureaucrats, oil companies generally, and foreign investors 
particularly, would, for example, engender almost universal 
cage. | To. .thatdwaitally “important! issue *we” will-‘turn’ ana 
moment. But let us consider the means of collecting the 


rents and the magnitudes involved. 


Rent Collection method: It seems to me that the method of 
rent collection should be as simple and as transparent as 
possible in order that there appear to be a simple conduit 


through which the extra revenues from higher fuel prices are 


23 


passed in order to finance the realization of widely accepted 
goals. The excise tax on oil at the wellhead would serve 
this purpose and would not deter the investment (and other .- 
costs) required to achieve higher recovery rates if the tax 
rate were to decline from primary to secondary oil recovery 


and from secondary oil recovery to tertiary recovery. 


As explained earlier, it is proposed that a three tier 
excise tax on crude oil at the wellhead be imposed. Having 
established for each pool the quantity of oil that is re- 
coverable by primary extraction, that oil would be taxed as 
extracted at the top rate - say $10/barrel. Additional oil 
extracted from the pool by secondary recovery methods would 
be taxed at, say, half the rate. When it could be shown 
that further extraction warranted the investment in tertiary 
recovery methods approval would be given to proceed. The 
additional oil extracted by tertiary recovery methods would 
not be taxed. Although hardly an elegant "solution", in my 
view it would be better to proceed along these lines than to 
try to impose an enormously complex windfall profits tax 
that would mean that investors would face great uncertainty 
as to the tax consequences of alternative decisions. (It 
would «certainky.. capture,~"rents". for =the. lawyersj,and ac= 
countants!) A flat rate excise tax would "lock-in" con- 
ventional oil in known pools - quite likely cheaper oil than 
the synthetics. 


Such an excise tax would pose no constitutional problems, 
and it would side step the question of federal disallowance 
of provincial royalties, a restriction that cannot be lifted 
until the latter are taxable by the federal government. It 
is therefore proposed that the Federal Government impose 
(perhaps on a two year phased basis) an excise tax of ap- 
proximately $10/barrel on crude oil at the wellhead, tiered 


as just explained. Currently, such a tax would raise about 
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$5.5 billion annually. It would, however, reduce the federal 
government's import compensation payments by about $1.5 
billion, against ‘which would be offset the ‘loss of oil 
export levy yielding about $0.6 billion and the gasoline 
excise “tax yielding 50.2-billion? (The latter is, ofcourse, 
an independent decision.) The annual net revenues therefore 
would be about $6 billion. This does not take into account 
the additional federal revenues that would result from 
"withdrawing" the existing ineffective earned depletion 


incentive to the petroleum industry. 


Disposition of the Proceeds: There are, needless to say, an 


infinite number of ways to spend about $6 billion a year. 
The alternatives must be assessed both on economic and 
political grounds for, as just stated, voter perceptions of 
the merits of what they are getting in exchange for higher 
fuel prices are all important. It might be argued, for 
example, that the revenues should simply be acquired by the 
federal government in order to reduce its deficit from about 
$12 to $6 billion (ignoring subsequent effects on GNP!). 
Such a course would be deflationary, but we do not want to 
consider here whether this would be appropriate at time the 
tax would go into effect. Governments now being as un- 
popular as they are, one might well wonder if the average 
voter would perceive that his higher gas and fuel costs were 
justified if the reduction in federal borrowing were the 
payoff. I will, in any event, disregard this alternative. 


In my opinion, the enrichment of unconditional equalization 
payments to the "have not" provinces should also be rejected. 
Admittedly, higher oil prices will raise government operating 
costs, as they will private costs. But there would seem no 
reason to compensate governments as such on this basis. 
Governments should conserve energy too. Provincial govern- 


ments (that is to say, the "Governments of the Day") yearn 
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for the politically costless dollars they obtain from in- 
creased equalization payments. They can then "buy" votes 
through more generous programs without having to take the 
blame for tax increases. However, if, as we propose, 
individuals resident in all parts of Canada receive an 
income to offset higher fuel costs, the claims of the pro- 
vincial governments can be rejected. If their residents 
have the money these governments can raise their taxes 
should they decide that this were appropriate. In my view, 
at this point in time, an,sadditional dollar of public, ser- 
vices is unlikely to yield, or be perceived to yield , as 
much individual satisfaction as the dollar of private con- 
sumption foregone. In short, I think that the rents resul- 
ting from a move to the world oil price should be channelled 
back to individuals: not flow to governments for the purpose 
of enriching existing programs or financing new programs 
unless those governments are willing to bear the political 


cost of rising taxes. 


Let us first consider some of the means available for main- 
taining the disposable income of individuals in part to 
compensate for higher energy prices and in part to replace 
the private consumption that the excise tax on oil would 
preclude. To reiterate: we seek to prevent an increase in 
public expenditures at the expense of private expenditures. 
We seek to distribute the additional rents to the residents 
of Canada generally. 


Heating costs, electricity costs and, perhaps to a lesser 
extent, automobile fuel costs almost certainly represent a 
larger fraction of the budgets of low income individuals and 
families than they do of those in the middle and upper 
income brackets. As indicated above, a further sharp in- 
crease in energy prices would undoubtedly be a source of 
signficant hardship to those who have little, if any, dis- 


cretionary income. Moreover, to be painfully pragmatic, 
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what the "poor" lack in income they make up in numbers. In 
terms of political arithmetic, if not on the basis of equity, 
some apparent offset to the jump in energy costs would be 
required in order to obtain the reluctant ac-quiesence of 


voters to higher fuels costs. 


In a unitary state, the simplest means of providing amelior- 
ation would be through the elimination of the retail sales 
tax. In 1976-77, the tax raised about $5 billion for the 
provinces. The incidence of the one is probably not too 
different from that of the other, at least in consumers’ 
(voters'!) minds. The Canadian situation would make this a 
peculiar way to proceed, however. Retail sales taxes are 
imposed in all of the provinces except Alberta (for obvious 
reasons!). For the Federal Government to collect an oil 
excise tax of national applicability and then to distribute 
the bulk of the proceeds to all of the provinces except 
Alberta might be thought of as poetic justice by everyone 
except Alberta residents! The fact that the Province of 
Alberta has abundant revenue does not mean that some Alberta 
residents would not be hit by higher energy costs. From the 
view of voter perceptions it is also important that the 
offset to higher energy costs be available to all Canadian 
residents without regard to the province in which they are 


domiciled. 


The withdrawal of the federal manufacturers' sales tax, 
widely acknowledged as an extremely bad tax, would not pose 
the>samertproblems #(Inefiscal/1978/7othis “tax raised a little 
over $4 billion.) Furthermore, it would assist the domestic 
sales of the manufacturing industries of central Canada - 
industries where employment would suffer from higher oil 
prices and will also suffer from lower tariffs. Canadians in 
all provinces consume some manufactured goods so that the 
benefit would be general. The resulting decline in the 


prices of these goods would offset, to some extent, the 
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inflationary effects of the increase in oil prices. Such an 


offset would create some serious difficulties, however. 


From a political point of view, a tax reduction in the 
manufacturers! sales tax would be less attractive than the 
abolition of the retail sales tax because most buyers are 
unaware of the manufacturers' sales tax. An immediate across 
-the-board reduction at the counter associated with a retail 
sales tax or, as we will recommend, a refundable personal 
income tax credit, would be much more obvious. Furthermore, 
the elimination of the manufacturers sales tax would be 
capitilized in higher share prices for manufacturing cor- 
porations and, as we all know, manufacturing is concentrated 
in the central provinces. Eliminating the manufacturers 


sales tax would not appear to be an even handed offset. 


A universal refundable personal income tax credit, along the 
lines of that»xrecently. adopted for family income is, it 
seems to me, far and away the best form of compensation for 
still higher oil costs. Income related, and with relatively 
gradual tax-back provisions which have minimum disincentive 
effects with respect to work effort, the refundable credit 
can do what normal tax credits cannot do: put money in the 
hands of those who need it most - those with relatively 
little or no taxable income. By making the credit available 
aueleastmin part lpr Ormeo athesancneasegam the pricerof.oil, 
the complaint that the beneficiaries would die in the dark 
and cold before the money reached them would lose its force. 
It would apply to all residents of Canada without regard to 
their location. The administrative machinery for 
implementing such a scheme is now already in place. Every 
Canadian would be aware of the offset and could recognize 
that the higher energy prices were not enriching producers 
or governments. I might add that proposals that have been 
advanced to subsidize the energy costs of the poor would be 


counter-productive. One of the main reasons for moving to 
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the world oil price is to raise oil costs and induce con- 
servation and substitution. A scheme that provided govern- 
ment loans to finance the conversion or update of furnaces, 
and of the installation of storm windows and insulation, at 
interest rates and payback periods that were income related, 
would also seem to make sense. But, except for major in- 
vestment outlays that might exceed the conventional borrowing 
Capacity of individuals, relieving the pocket book of the 
taxpayers through reduced taxes or income supplementation 
would be infinitely preferable. In most instances the 
self-interest of the consumer will result in the most effec- 


tive means of energy conversation being employed. 


But what of the subsidies to the oil and gas industry? In 


our view the following propositions make sense: 


(1) Until the effects of higher oil prices on demand are 
more apparent the rate of investment in extremely high- 
cost non-conventional oil should be geared to reducing 


Canada's dependence on foreign oil not energy self 


sufficiency. We should not proceed on the assumption 
that X major projects should be undertaken now in order 
to ‘eliminate forecast oil imports of Y by date Z. Pro- 


vision should be made for buffer stocks to tide the 
nation over short term shocks. There should be a 
contingency plan that might involve, for example, a 
temporary shut down of certain petro chemical operat- 


ions’: 


(2) Frontier exploration should continue to be subsidized 
in order to increase the information available about 
the size of the nation's non-renewable energy stocks. 
However, the form of the subsidy should be altered to 
ensure that the the bulk of the costs are not borne by 
all Canadians as taxpayers while a large share of the 


potential benefits are captured by a few shareholders. 
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(3) The federal corporate income tax provisions relating 
to the petroleum industry should be overhauled, and all 
concessions removed except the accelerated writeoff of 
exploration and development costs. Given the capital- 
ization of the concession in higher land prices, earned 
depletion is ineffective except as a transfer of wealth 
from Canadian residents generally to the residents of 
the producing provinces. It also creates barrier to 
entry into the industry. The withdrawal of earned 
depletion should only apply to future expenditures. 


(4) The elimination of the tax concessions (expenditures ) 
buried in the corporate tax structure would increase 
federal revenues. The proceeds might be used to finance 
contingent repayment loans for approved nonconventional 
oil projects. Another, simpler alternative would be to 
subsidize the price of the output of such projects 
(€.g. pay a premium over and above the world oil price 
with no oil excise tax applicable either). The latter 
approach may not be effective if conventional borrowers 
need "up front"money. 


(5) If the producing provinces were. ilo, rollback sand fix 
their royalty rates at 1973 levels, the deductability 
of royalties for federal corporate tax purposes should 
be restored and the provinces compensated for the 
revenue loss. The ultimate solution, however, is to 
move towards some form of federal taxation of the 
provincial income from natural resource ownership. This 
should not be confined to non-renewable energy 
resources and certainly not to the oil and gas pro- 


ducing provinces. 


(6) The provinces, in the wake of the federal withdrawal 
of the special excise tax on gasoline should gradually 


increase their taxes on gasoline and use the proceeds 
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to subsidize urban transport. It would not seem to 
make sense for them to make this move until the effects 


of the crude oil excise tax had been absorbed. 


Adoption of the foregoing proposals by the Federal Govern- 
ment would leave the producing provinces extraordinarily 
un-happy. Too unhappy. I would suggest the following. First, 
the petro-chemical complex now located in Sarnia should be 
phased out and the producing provinces allowed to develop 
these industries should they so choose. Secondly, the price 
of domestic gas should be deregulated and the pipeline 
companies converted to common carriers. The quantity of gas 
exports should also be deregulated by the federal Government 
and an export tax imposed to slightly more than close the 
gap between the domestic and U.S. gas prices in a manner 
Similar to the present crude oil export tax. The producing 
provinces should receive, in lieu of higher gas royalties, 


some share (most?) of the proceeds of this export tax. 


The strategy just sketched, or something along similar lines 


would: 


minimize voter opposition to a move to world oil prices 


and provide even handed compensation across Canada 


- minimize the coercion of a minority province and avoid 


the deployment of the most draconian federal measures 


- increase the efficiency of the incentives provided to 


the petroleum and other industries 


- not increase the politically costless funds available 


to provincial governments 


- have minimal effects on aggregate demand because the 
proceeds of the excise tax would be returned to indivi- 


duals 


104 


- deny a windfall gain to the supranational petroleum 


companies, and, 


- through more efficient tax incentives, deny foreign 
shareholders a completely unwarranted gift of Canadian 
assets 


The» reduction, in. the,selling, price! of» provincial. land as a 
result of the withdrawal of earned depletion would reduce 
the revenues of the producing provinces. This would be more 
than offset by allowing the producing provinces to share in 
the proceeds of the proposed gas export tax. The Alberta 
Heritage Fund and the (similar but much more modest Saska- 
tchewan Fund that encompasses potash and other resources) 
would continue to grow rapidly unless present provincial 
legislation were changed. 


The Challenges < A high degree of consensus on a public 
policy issue is a rare event in Canada. The enormous breadth 
of the country, the differences in the ethnic backgrounds 
and languages of the people in the various regions, the 
differences in mix of industries from region to region, and 
last but not least, climatic and topographic differences all 
make for great diversities of attitudes, perceptions and 
economic interests. This diversity is the source of one of 
the virtues of the country because, under a federal system, 
it is possible for Canadians in different parts of the 
country to "do their own thing". This surely must be one of 
the joys of being a Canadian: there is no such thing as a 
typical Canadian. 


While a delight in so many ways, the low degree of national 


consensus makes it extremely difficult to generate national 


economic policies, particularly when the issue involves, as 
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the energy issue does, not only a conflict between the 
interests of consumers and producers (as in the United 
States) but also between producing and consuming provinces 
with the federal government seeking to resolve all of these 


forces pushing in different directions. 


One cannot help but think that, although there is not a 
"typical Canadian", there too often seems to be a typical 
Canadian policy response under these circumstances. Aya 
order to resolve the conflict about what should be done we 
either do nothing or throw away our advantages. Being 
unable to agree on how to share the benefits of an econ- 
omically efficient policy we forgo the potential gains. We 
either give away the advantage to non-residents or we build 
monumental symbols - preferably made of concrete and steel. 
Would it not be a delightful change if, in this extremely 
important "for instance" the nation turned the advantage to 
good account Fand, | did» not«squander (it ian pursuit of the 
unobtainable but costly goal of energy self sufficiency: a 
policy that would serve as an umbrella under which every 
kind of stupidity could be rationalized while enriching the 
non-resident shareholders of the corporations that dominate 


the Canadian petroleum industry. 


Addendum 


At the present time the flow of residual oils in Ontario 
indercuts, sto. a sslgniticant deqree, the eastern market wor 
natural gas. If, as I have proposed, the Sarnia petro- 
chemical complex were phased out this problem would gradu- 
ally disappear. However, this would postpone for too long 
the substitution of natural gas for crude oil. It is there- 
fore proposed that in the medium term exports of residuals 
be actively encouraged and, if necessary, the quantity made 


available in the eastern domestic market restricted. These 
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measures would tend to induce an additional investment in 
eastern refining facilities designed to reduce the quantity 


of residuals produced. 
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TABLE 1 
GOVERNMENT REVENUE, EXPENDITURE AND SURPLUS OR DEFICIT 


CANADA 
; Compound 
Growth Rates’ 
1968 1969 1970 1971 1972 1973 1974 1975 1976 1977 68/77 73/77 


(millions of dollars) 


Total Revenue 12027 14277 15296 16996 19283 22497 29599 31238 35058 35798 12.88 12.31 
Total Expenditure 11729 12983 14797 16872 19503 21700 27895 34353 37595 42557 15.40 18.34 
Savings (deficit) 298 1294 499 124 (220) 797 1704 (3115) (2537) (6759) == Oe 
Capital Consumption 

Allowance 191 213 232 245 277 312 379 438 494 571 12.94 16.31 
Gross Capital 

Lormation 500 486 465 514 623 722 974 1125 1158 1221 10.43 14.04 
Surplus (deficit) (11) 1021 266 (145) (566) 387 1109 (3802) (3201) (7409) = = 


Source: Statistics Canada (13-213, January 1979) 


GOVERNMENT REVENUE, EXPENDITURE 


TABLE 2 


AND SURPLUS OR DEFICIT 


ONTARIO 
; - ai Compound 
Growth Rates 
1968 1969 1970 1971 1972 1973 1974 1975 1976 1977 68/77 73/77 
aa © (millions of dollars) 7 . a. = 
Total Revenue 3557 4171 4986 5562 6053 6887 8252 9033 10357 11671 14.11 14.10 
Total Expenditure 3522 3799 4829 5668 6152 6830 8119 10139 11435 12501 15.86 16.31 
Savings (deficit) 235 372 157 (106) (99) 57 133 (1106) (1078) (830) == oe 
Capital Consumption 
Allowance 89 99 108 119 131 156 209 243 284 329 15.64 20.51 
Gross Capital 
Formation 248 253 285 328 412 445 535 572 Soy 601 10.34 7.80 
Surplus (deficit) 76 218 (20) (315) (380) (232) (193) (1435) (1351) (1102) a = 
rs 
Source: Statistics Canada (13-213, January 1979) 


TABLE 3 


GOVERNMENT REVENUE, EXPENDITURE AND SURPLUS OR DEFICIT 


ALBERTA 
Compound 
Growth Rates 
1968 1969 1970 1971 1972 1973 1974 1975 1976 1977 68/77 713/77 
i (millions of dollars) i 
Total Revenue 711 875 1051 1200 1335 1685 2750 3324 4046 5059 24.36 3163 
Total Expenditure 791 931 1099 1245 1402 1564 1940 2419 2801 3440 17.74 PEN STBS 
Savings (deficit) (80) (56) (48) (45) (67) 121 810 905 1245 1619 -- 91.26 
Capital Consumption 
Allowance 35 39 43 47 50 59 80 94 Gh 130 15.70 21.84 
Gross Capital 
Formation 81 87 94 111 113 145 226 309 250 306 15.91 20.53 
Sucplus (deficit) (126) (104) (99) (109) (130) 35 664 690 1106 1443 bee 153.40 


Source: 


Statistics Canada (13-213, January 1979) 


-+- 


++ 


TABLE 4 
POPULATION, PERSONAL INCOME, PROVINCIAL INCOME 
UNEMPLOYMENT RATE, INFLATION RATE 


CANADA 
ii 7 Compound 
Growth Rates 
1968 1969 1970 1971 1972 1973 1974 1975 1976 1977 68/77 TAME? 

Population a 20.744 21.061 27317 21.569 21.830 22.095 22.446 22.800 22.992 23291 lO 1333 
Provincial Income 

Total : S55 O97 61,688.9 65 ,543.2 72,294.8 81,166.9 96 ,386.3 116,103.8 132,367.2 152,403.1 167,966.1 13.03 14.90 

Per Capita 2,688.5 2,929.1 3,066.1 3,351.8 3,718.1 4,362.4 5,172.6 5 805.6 6,628.4 7,211.6 11,59 83-39 
Provincial Gross Domestic 
Product (Market Price) 

Total © 73,739.6 81,410.0 86 ,648.2 95,070.5 106,516.5 125,339.0 150,406.9 168,316.0 194,454.9 214,828.3 12.62 14.42 

Per Capita Seat) 3,865.4 4,053.3 4,407.7 4,879.4 SGl2a1 6,700.8 7738223 8x45 43 OM 2 aah 11.18 12292 
Personal Income ie 

Total® 55,588 61,712 66,553 74,018 83,867 97,741 116,760 136,201 156,130 172,220 13.39 14.21 

Per Capita PEA Beal) 2,930.2 35 113.3 3, 49i 7 3, 833-6 4,423.7 5,201.8 Sewiose lt 6,790.5 7,394.2 11.9 13.70 
Unemployment Rate 4.5 4.4 Soll 6.2 6.2 525 Dyce 6.9 Veal 8.1 6.75 10.16 
Inflation Rate 90.03 94.08 97 100 104.8 112.74 125.02 138.5 148.9 160.8 6.66 9.28 
(1971 = 100) 
a,b,c,d, - in millions ss = 
Source: Statistics Canada (11-003E; 1963-1977; 71-201 January 1979; 13-213 January 1979) 


TABLE 5 


POPULATION, PERSONAL INCOME, PROVINCIAL INCOME 


UNEMPLOYMENT RATE, INFLATION RATE 
ONTARIO 
4 Compound 
Growth Rates 
1968 1969 1970 1971 1972 1973 1974 1975 1976 USL 7 68/77 73/77 

Population . 7.306 7.452 fee! 7.703 7.824 7.939 8.094 8.226 8.265 82374 1553 1.34 
Provincial Income 

Total . 23,496.3 260,040.5 ZT 092.7 30,760.6 34,706.2 40,017.1 46,929.11 52, 167, 59,451.4 66,130.8 12.18 13.38 

Per Capita 3,216.0 3,494.4 3,626.1 3,993.3 4,435.9 5,040.6 5,798.0 6,341.7 7,193.6 7,897.6 10.50 11.88 
Gross Domestic Product 

Total © 30,771.4 34,061.4 36,282.2 40,000.2 44,982.1 51,821.8 60,704.6 66,600.9 Ast BVO 84,651.4 11390 13.05 

Per Capita 4,211.8 4,570.8 4,750.8 5,192.8 5,749.3 6,527.5 6,790.2 8,057.2 92125 10,109.4 10.22 11.56 
Personal Income 

retai? 22,844 25 ,629 27,974 30,966 34,822 39,884 47,060 53,887 61,353 67,739 12.84 14.16 

Per Capita 3,126.8 3,439.2 3,663.0 4,020.0 4,450.7 55, 023.8 5,814.2 6,550.8 PLP Asay f 8,089.7 11.14 12565 
Percentage of Canada 

Federal Basic Tax cert)! 45.17 45.88 45.89 45.51 44.73 43.83 42.4) 41.18 40.41 LO 2609 = 1 27 =~ 20 

Corp. Taxable Income Orrin 45.23 45.57 45.86 46.14 45.24 44.69 42.23 38.76 38.26 36.38) 9 =2)739 -5.01 
Unemployment Rate 3.6 3.2 4.4 5.4 5.0 4.3 4.4 6.3 6.2 7.0 7.67 12.96 
Inflation Rate (Toronto) 90.59 94.19 97.70 100 103.06 107.12 123.9 135.8 146.0 15033 6.32 10.08 


(1971 = 100) 


aad, c,d, - in millions 


1. Based on assessmsent as of the December 31 cut-off 


2. Based on assessments in respect of a single taxation year only 


Sources: Statistics Canada (11-003E 1963-1977; 17-201 January 1979; 13-213 January 1979), Ministry of Finance 


TABLE 6 
POPULATION, PERSONAL INCONE, PROVINCIAL INCOHE 
UNEMPLOYMENT RATE, INFLATION RATE 


ALBERTA 
a Compound : 
Growth Rates 
1968 1969 1970 1971 1972 1973 1974 1975 1976 1977 68/77 73/77 

Population 520 1.561 1.600 1.628 1.655 1.683 1.714 1.768 1.838 1.900 2.47 3.08 
Provincial Income 

Total 2 4,528.3 5,038.5 5,478.5 6,029.8 6,922.0 8,774.2 11,499.9 14, 446.6 16,951.5 18,923.0 ie 2. 21.18 

Per Capita 2,967.4 Deed 8 3,424.1 3,703.8 4,182.5 CREA IEC 6,697.7 {Yo U7) bey 2 952228 9,961.1 14.40 UP pesswe/ 
Gross Domestic Product 

Total® 5,828.7 6,483.7 7,033.5 7,724.6 8,790.6 11,029.1 15 ,366.4 18,353.8 21,077.5 23,479.3 16.74 20.79 

Per Capita 3,819.6 4,153.6 4,395.9 4,744.8 5, ott. 5 6,553.2 8,965.2 10,381.1 11,467.6 127535979 13.94 17-19 
Personal Income 

Total® 4,111 4,589 4,953 5,534 6,267 7,471 9,019 11,085 12,961 14,672 15.18 18.38 

Per Capita - 2,694.0 2,939.8 3,095.6 3,399.3 3,786.7 4,439.1 57,2020 6,269.8 7,051.7 L233 12.41 14.85 
Percentage of Canada 

Federal Basic Tax (pit)! 6.99 oes LAs 7.87 7.526 7.36 1393 Bar 9.25 9.62 3.61 6.92 

Corp. Taxable Income (adj) 7.91 7.34 8.71 R07 9.40 10.27 15.02 20.69 18.85 22.61 12.38 21.81 
Unemployment Rate 353 334 od 5.7 5.6 Des a5 4.1 4.0 4.5 3-51 -4.01 
Inflation Rate (Calgary) 91.03 94.77 97.66 100 103.9 110.61 120.9 134.6 145.8 158.0 6.32 9.32 
(1971 = 100) 
a, b, c, d in millions 
1. Based on assessmsent as of the December 31 cut-off 


2. Based on assessments in respect of a single taxation year only 


Sources: Statistics Canada (11-003E 1963-1977; 17-201 January 1979; 13-213 January 1979), Ministry of Finance 
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TABLE 7 
GROSS GENERAL REVENUE 
GROSS GENERAL EXPENDITURE 
FISCAL YEAR ENDING MAR 31, 


* 


CANADA 
Source 1968" 1969" 1970° 1971 1972 1973 1974 1975 1976 1977 1978° 
(thousands of dollars) iy 
Taxes 
Personal Income Tax 1461957 1764302 2142443 2752508 2967097 3628859 4390316 5615716 6428710 7656788 11011100 
Corporation Income Taxes 596020 660326 861606 763010 785824 977969 1204232 1887592 2091223 2180955 2534100 
Real Property Taxes 34706 36312 42176 49588 50130 59631 63810 76776 84937 91620 N/A 
General Sales Tax 1259626 139538 1675185 1786462 2009048 2331021 3005905 3595541 3663810 4565929 434000 
Motive Fuel Taxes 791923 943206 1019853 1093934 1167748 1270713 1419400 1444139 1518416 1577037 1607200 
Other 1143958 1397904 1808075 2060879 2179088 2329253 2590630 2943898 3382699 4470924 10037400 
Total, Taxes 5288190 6197288 7549338 8506381 9158935 10597446 12674293 15563662 17169795 20543253 25623800 
Natural Resource Revenue” 
Forests 102847 125423 166268 125122 132828 210297 351855 254642 155410 167405 N/A 
Mines 53475 56858 66533 76548 55093 55401 117352 319795 290867 241071 N/A 
Oil & Gas 291442 358716 328770 303980 35 5575 411383 681361 1707612 2058201 2510168 N/A 
Water Power 41709 41890 46256 50116 52621 58727 30338 33098 35926 36075 N/A 
Other 32762 37440 43825 46152 48426 52725 56930 61263 62824 66700 N/A 
Total, Natural Resource Revenue 522235 620327 651652 601918 640543 788533 1237835 2376411 2603228 3021419 4982300 
Total, Privileges, Licenses & Permits 934349 1061925 1138949 504094 555499 628077 683143 705867 B52564 894369 1442100 
Total, Sales of Goods & Services 150553 265001 322027 366383 429753 525070 591778 627335 752179 919891 985900 
Total, Return on Investments 670233 841005 1021090 1241001 1470427 1609649 1888391 2350813 2946142 3472094 4482200 
Other 97351 116461 138064 137709 161029 190396 287238 313042 348487 397557 466400 
Total Gross General Revenue 
From Other Sources 7140676 8481681 10169468 11357485 12416187 14339173 17362677 21937131 24672395 29248583 37982700 


Table 7 
Gross General Revenue 
Gross General Expenditure 
Fiscal Year Ending Mar 31 
Canada 
(Continued) 


’ 


Source 1968" 1969” 1970" 1971 1972 1973 1974 1975 1976 1977 1978 
(thousands of dollars) 
General Purpose Transfers from other levels 
of Government & their enterprise 
Equalization = = 705647 898198 1071479 1093547 1443485 1773425 1978296 2086709 272000 
Tax Revenue Guarantee = = - - - = = = 627608 1046918 80000 
Share of Oil Export Tax = = = = = = = = 21206 = S 
Other 786053 862752 264403 341572 437475 400669 383920 478474 89677 115292 2625300 
Total General Purpose Transfers 786053 862752 970050 1239770 1508954 1494216 1827405 2251899 2716787 3248919 2977300 
Total Specific Purpose Transfer 1347557 1513986 1796015 2417408 2850834 3067041 3251454 4230307 5176067 5969967 7187200 
Gross General Revenue 9274286 10858419 12935533 15014663 16775975 18900430 22441536 28419337 32565249 3846769 48147200 
Gross General Expenditure 9333855 10645838 12485386 14848598 17310008 19063897 22042985 28037750 34317670 38973983 48675500 
Surplus (Deficit) (59569) 212581 450147 166065 (534033) (163467) 398551 381587 (1752421) (506514) (528300) 


Financial Management Series 


Statistics Canada, Preliminary Revised Data 1968-1970, unpublished (not to be included in total) 
Statistics Canada, Financial Management Series, Historical Revision, 1968-1970, unpublished 
Statistics Canada, Financial Management Series (Cataglogue No. 68-205) unpublished 


Totals may not add due to rounding 
Source: Statistics Canada (Catalogue No. 68-207, 1969-76) 


TABLE 8 ‘ 
GROSS GENERAL REVENUE 

GROSS GENERAL EXPENDITURE 

FISCAL YEAR ENDING NAR 31, 


ONTARIO 
Source 1968" 1969” 1970" 1971 1972 1973 1974 1975 1976 1977 1978" 
‘ a (thousands of dollars) ‘ > al 
Taxes 
Personal Income Tax 551004 620476 762086 991815 1002058 1204828 1417495 1750790 1962470 2200175 3434900 
Corporation Income Taxes 276577 304679 441038 357026 372287 447915 528511 742305 970437 785478 1038400 
Real Property Taxes 1762 1755 2034 1932 2014 1948 2202 2166 2202 2187 N/A 
General Sales Tax 442417 493087 645284 683089 768831 895258 1314814 1568829 1334175 1787261 1749900 
Motive Fuel Taxes 307134 366182 394585 412091 439119 486685 547171 571644 578036 587019 630000 
Other 460693 581848 838499 1005493 1007729 1002370 1112458 1240411 1358520 1815118 2590600 
Total, Taxes 2039587 2368027 3083526 3451446 3592038 4039004 4922651 5876145 6205840 7177238 9443800 
Natural Resource Revenue” 
Forests 18482 19695 21978 22858 15297 16031 17075 22458 27687 32047 N/A 
Nines 17557 20679 25592 26537 14822 18327 48219 154190 64524 42956 N/A 
Oil & Gas 226 691 611 533 525 616 803 881 684 615 N/A 
Water Power 8999 9088 10077 9296 10283 11405 12138 13874 14171 14952 N/A 
Other 9667 12046 15781 14741 14427 16602 18387 19180 20168 20015 N/A 
Total, Natural Resource Revenue 54931 62199 74039 73966 55354 62981 96621 210584 127233 110585 117200 
Total, Privileges, Licenses & Permits 202603 256910 283342 209986 226493 273050 288387 304761 354557 365794 468800 
Total, Sales of Goods & Services 43188 64894 87894 104126 125993 169973 184265 175767 219187 250064 302100 
Total, Return on Investments 227123 304415 348077 423872 497169 519398 614642 749113 873493 1032470 1231900 
Other 26325 46605 SIS) BOF 54314 58913 67510 71878 85978 112443 120715 
Total Gross General Revenue 
From Other Sources 2538826 3040851 3356036 4317709 4555960 5131916 6178445 7402348 7892753 9056866 11696600 


IX 


Table 8 
Gross General Revenue 
Gross General Expenditure 
Fiscal Year Ending Mar 31 


Ontario 
(Continued) 
1968 1969 1970” 1971 1972 1973 1974 1975 1976 1977 1978" 

’ x (thousands of dollars) eae * 

General Purpose Transfers from other levels 

of Government & their enterprise 

Equalization - - - - - - - - - = = 
Tax Revenue Guarantee - - = - - - = = 255499 495513 28800 
Share of Oil Export Tax & = = = = = = = = = = 
Other 26828 31764 40237 43582 40788 50283 20513 70613 16993 13024 -36500 
Total General Purpose Transfers 26828 31764 40237 43582 40788 50283 20513 70613 272492 508537 -7700 
Total Specific Purpose Transfer 500723 588224 707691 919686 1059634 1177447 1195713 1452119 1856331 2150213 2313500 
Gross General Revenue 3066377 3660839 4603964 5280978 5656382 6359645 7394671 8925080 10021576 11715616 14002400 
Gross General Expenditure 3086660 3709591 4386466 5307941 6162408 6704063 7716219 9655071 11461247 12741103 15007000 
Surplus (Deficit) (20283) (48752) 217498 (26963) (506026) (344418) (321548) (72991) (1439671) (1025487) (1004600) 


Financial Management Statistics 


(not to be counted in total) 


Totals may not add due to rounding 
Source: Statistics Canada (68-207, 1969 


- 76) 


Statistics Canada, Preliminary Revised Data, 1968-1970, unpublished 


Statistics Canada, Financial Management Series (Catalogue No. 68-205) unpublished 


Statistics Canada, Financial Management Series, Historical Revision for 68-207, unpublished 


TABLE 9 


GROSS GENERAL REVENUE 
GROSS GENERAT, EXPENDITURE 
FISCAL YEAR ENDING MAR 31, 


* 


ALBERTA 
b b b c 
Source 1968 1969 1970 1971 1972 1973 1974 1975 1976 1977 1978 
(thousands of dollars) r 3 errr 
Taxes 
Personal Income Tax 79792 98334 134042 181807 192031 232018 281747 347386 352022 439265 605600 
Corporation Income Tax 39932 49858 63967 57949 68090 97652 114759 275565 269625 384487 382500 
Real Property Taxes = = = = = = = = = = N/A 
General Sales Tax - - - - - - - - - - N/A 
Motive Fuel Taxes 50730 69979 80367 79354 85411 91974 102624 80277 83502 91356 9100 
Other 25335 41833 91488 101649 104481 105805 118818 140634 178436 216093 275200 
Total, Taxes 195789 260004 369864 420759 450013 527449 617948 843862 883585 1131201 1272400 
Natural Resource Revenue’ 
Forests 3450 3548 4384 4374 4923 9581 12585 9877 5250 4878 N/A 
Mines 445 665 677 1644 2518 2742 4160 4158 5324 10491 N/A 
Oil & Gas 221491 287144 258747 234632 274196 332884 586828 1386549 1768219 2190626 N/A 
Water Power 221 163 221 195 209 526 292 368 ey (22 529 N/A 
Other 4820 5670 5447 5769 5766 6146 5767 5908 5929 7253 N/A 
Total Natural Resource Revenue 230427 297190 269481 246614 287612 351878 609632 1406859 1784935 2213777 3658700 
Total, Privileges, Licenses & Permits 254161 322870 299173 33546 35833 39698 44191 47814 53526 62212 81000 
Total Sales of Goods & Services 16636 25223 27902 32164 33163 38211 40923 47541 59168 71699 101200 
Total, Return on Investments 69676 108925 124232 140672 158654 167708 196974 263494 345838 477839 768500 
Other 23577 17060 21419 23843 25817 33444 88023 61531 85758 86833 93900 
Total Gross General Revenue 
From Other Sources 559839 734082 842590 897598 991092 158388 1597692 2671101 3212809 4043561 5975700 


XI 


Table 9 
Gross General Revenue 
Gross General Expenditure 
Fiscal Year Ending Mar 31, 
Alberta 
(Continued) 
Source 1968? 1969> 1970" 1971 1972 1973 1974 1975 1976 1977 1978" 
j * (thousands of dollars) . 
General Purpose Transfers from other levels 
of Government & their enterprise 
Equalization - - 187 = = = -286 cs = = = 
Tax Revenue Guarantee - - - - - - - - 42049 73263 7200 
Share of Oil Export Tax - - - - - - - = 175 = = 
Other 14205 17256 17369 16107 16846 22945 79620 213985 21528 32485 38800 
Total General Purpose Transfers 14205 17256 17553 16107 16846 22945 79337 213985 63752 105748 46000 
Total Specific Purpose Transfers 130996 15110 200196 225438 277283 272610 311032 337956 436798 509371 607400 
Gross General Revenue 705040 902448 1060339 1139143 1285221 1453943 1988057 3223043 3713360 4658680 6629100 
Gross General Expenditure 798893 902690 1069527 1232826 1416138 1478257 1742620 2363448 3004747 3716229 5131100 
Surplus (Deficit) (93853) (242) (9188) (93683) (130197) (24314) 245437 859595 708613 942451 1498000 


Financial Management Statistics 


Statistics Canada, Preliminary Revised Data, 1968-1970, unpublished 


(not to be counted in total) 


Statistics Canada, Financial Management Series, Historical Revision for 68-207, unpublished 


Statistics Canada, Financial Management Series (Catalogue No. 68-205) unpublished 


Totals may not add due to rounding 


Source: Statistics Canada (68-207, 1969 to 1976) 


ague 


TABLE 10 S 
NET SOURCES AND USES OF FUNDS FOR FISCAL YEAR ENDING MAR ar 


CANADA 
1968 1969 1970 1971 1972 1973 1974 1975 1976 1977" 
N/A N/A 
(millions of dollars) 
Surplus or Deficit 14.1 189.2 (517.4) (147.5) 433.9 381.6 (1681.6) (381.6) 
Receivables or Payables Woe) 8.0 (99.5) 54.6 104.1 63.6 672.5 (705.4) 
Loans and Advances (476.8) (69.0) (9.4) (40) (192.5) 4.4 (205.2) (543.4) 
Treasury Bills (53753) (50.0) 259.2 53.6 (78.1) (65.0) 274.2 (449.5) 
Bonds - Debentures 
Obligations = = 1327-1 = = = = = = = 
Canada Pension Plan N/A W522 794.3 B97.9 958.5 1191.5 1419.7 1454.6 
Saving Bonds N/A 32.0 115.8 1/2253) (23.9) (7.2) 262.3 149.8 
Other N/A 102.4 128.6 408.1 101.8 97.5 371.6 892.2 
Other (815.9) (590.8) (525.0) (764.4) (892.9) (1077.9) (1195.3) 20274 
Total 129 374.0 146.6 534.7 410.9 605.2 (81.9) 214.5 


+ 


Xx 


* The surplus (deficit) figure in Table 10 differs from Table 7 since the 
former surplus (deficit) is net of recoveries and refunds from prior years. 
** Preliminary Estimates: Statistics Canada (Catalogue No. 68-209, 1976) 


Source: Statistics Canada (Catalogue No. 68-209, 1970-1976) 


Vis 
TABLE 11 es 
NET SOURCES AND USES OF FUNDS FOR FISCAL YEAR ENDING MAR 31 
ONTARIO 
1968 1969 1970 1971 1972 1973 1974 1975 1976 1977 
N/A N/A 
(millions of dollars) 
Surplus or (Deficit) 155.4 (20.5) (499.6) (336.3) (308.2) (719.2) (1388.2) (965.4) 
Receivables or Payables (3.7) 11.8 433 i 12.9 (8.8) 1.2 (20.2) (26.2) 
Loans and Advances (302.2) (111.5) (61.7) 78.6 (193.8) 66.6 (46.1) (61.8) 
Treasury Bills (8.9) 2.4 90.00 61.9 (7257) (79.2) 32550 (195) 
Bonds - Debentures 
Obligations 350.0 = = = = = = = 

1) Canada Pension Plan N/A 476.0 498.3 536.4 607.0 701.8 784.0 812.8 
2) Saving Bonds N/A = = = = = = = 
3) Other N/A (247.1) (21.0) 101.7 1553 Whit) 472.9 609.9 
Other (182.6) (61.0) (101.4) (198.9) (90.0) (33.4) (69.9) 154.9 
Total 8.0 Owe Sat 255.0 (51.7) (44.5) 5725 28.6 


* The surplus (deficit) figure in Table 11 differs from Table 8 since the former 
surplus (deficit) is net of recoveries and refunds from prior years. 
** Preliminary Estimates: Statistics Canada (Catalogue No. 68-209, 1976) 


Source: Statistics Canada (Catalogue No. 68-209, 1970-1976) 


xIV 


TABLE 12 4 
NET SOURCES AND USES OF FUNDS FOR FISCAL YEAR ENDING NAR 31 


1968 1969 1970 1971 1972 1973 1974 1975 1976 1977 
N/A N/A 


(millions of dollars) 


Surplus or Deficit (18.4) (92.3) (129.7) (2323) 248.3 862.6 707.6 924.4 
Receivables or Payables (Set) (.87) 16.0 (10.7) 15.8 by Wigs 9.0 (83.7) 
Loans and Advances (7.8) (2.6) 323 C2458) 29.2 (93.7) 114.6 240.5 
Treasury Bills - (.326) (.484) (.492) 99.3 (.036) 54.9 (151.8) 


Bonds - Debentures 


Obligations (11.8) - - = = = = = 
1) Canada Pension Plan ; N/A 82.3 87.1 94.6 108.2 126.6 143.4 150.7 
2) Saving Bonds N/A - (.036) - .036 = = = 
3) Other N/A 34.8 13.4 (18.7) (171.7) (248.1) (702.9) (1242.8) 
Other 42.8 Sods 6.7 ewici! (149.0) (116.3) (288.0) 69.7 
Total (2315) 18.3 (3.8) (ces) 180.2 582.6 (300.5) (92.9) 


* The surplus (deficit) figure in Table 12 differs from Table 9 since the former 
surplus (deficit) is net of recoveries and refunds form prior years. 
** Preliminary Estimates: Statistics Canada (Catalogue No. 68-209, 1976) 


Source: Statistics Canada (Catalogue No. 68-209, 1970-1976) 


TABLE 13 
NATURAL GAS 


COMPOUND GROWTH 
RATE 


1968 1969 1970 1971 1972 1973 1974 1975 1976 1977° 1968-1977 1973-1977 
oe a3! 
(millions cu. ft. - pi) 
PRODUCTION 
Saskatchewan 65560.3 67374.5 78021.3 84607.8 83876.6 74257.0 69384.0 67858.0 65721.0 56812.0 -1.58 -6.48 
Alberta 1235691.7 1432174.6 1665550.3 1839385.0 2050977.0 2178783.0 2180680.0 2232590.0 2270561.0 3405711.0 7.68 Deo 
B.C. Yukon, 
N.W.T. 265449 .8 308523.7 331985.5 338582.4 © 411904.0 465172.0 399988.0 388020.0 375810.0 380091.0 4.07 -4.92 
Other 12316.4 11576.5 17360.9 16535.0 12583.7 9806.0 7898.0 11076.0 5067.0 8612.0 =3.90 =3.19 
TOTAL 1579018.2 1824649.3 2092918.0 2279110.2 2559341.3 2728018.0 2657860.6 2699544.0 2717209.0 2851226.0 6.79 Negi 
EXPORTS 

TOTAL 604445.2 680109.4 779497.3 910778.3 1009404.1 1027310.0 959187.0 946848.0 953570.0 999715.0 ae TAR -0.68 
INPORTS 

TOTAL 81554.1 34935 .6 10860.0 14348.8 15693.3 14824.0 13408.0 10220.0 4051.0 29.0 -28.37 -49.99 
STOCK CHANGE 4779.5 4897.8 27124.5 -3026.0 8637.1 58417.0 36897.0 56979.0 23106.0 36193.0 61.74 -11.28 
OTHER 490.8 883.3 1442.6 355.4 2038.9 846.0 769.0 595.0 978.0 PAY) PH WAI 34.29 
AVAILABILITY 

Ontario : 339237.5 385335.6 445152.5 500099.7 595099.0 618379.0 685421.0 670712.0 545874.0 691567.0 8.24 2.84 

Alberta 356978.0 398372.0 432339.7 456178.7 504924.5 534629.0 509061.0 546590.0 715981.0 632213.0 6.56 4.28 

Other 355622.6 391753.4 421106.6 429783.7 459008.7 504953.0 481471.0 489230.0 483707.0 494318.0 STs -0.53 

Total 1051838 .3 1175461.0 1298598.8 1386062.1 1559032.2 1657961.0 1675953.0 1706532.0 1745562.0 1818098.0 6.27 23 
EXPORTS AS A 

% OF PROD. 38.28 Wise 37.24 39.96 39.44 37.66 36.09 35.07 35.09 35.06 -0.97 Siri) 
IMPORTS AS A 

% OF AVALL. 7.75 Pa 0.84 1.04 1.04 0.89 0.80 0.60 0.23 0.002 -60.07 -28.23 


(a) Stalistics Canada - Catalogue No. 


57-207, preliminary estimates, unpublished 


Source: Statistics Canada (Catalogue No. 57-505, 1968-69; 57-207, 1970-76; 26-213, 1968-1976) 


TABLE 14 
CRUDE OIL 


Compound Growth 


Rates 
1968 1969 1970 1971 2 1973 1974 1975 1976 1977° 68-77 13=t 
- w (millions of barrels of 35 Canadian gallons) 4 a 
PRODUCTION 
Sask. 92.2 87.8 89.9 88.9 87.0 86.2 74.1 59.4 56.2 61.6 -4.38 -8.06 
Alta. 288.3 326.4 380.3 416.0 502.6 601.1 5/266 495.5 450.9 447.2 5.00 =5.61 
B.C., Yukon, N.W.T. 23.9 PALA) 2153 27.3 25.8 23.4 21.0 16.6 17.0 16.0 -4.36 =907 
Other 7.4 7.4 7 6.5 6.2 5.9 56 5.0 4.6 4.6 Waa |S) -6.03 
Total 411.8 448.7 504.5 538.7 621.6 716.6 673.3 57655 528.7 529.4 2.83 =3o1 
EXPORTS 
Total 169.2 202.7 244.5 212.6 348.4 414.4 330.6 256.1 b725 119.4 -3.80 -26.74 
IMPORTS 
Total 178.4 190.5 208.4 244.2 288.8 314.1 299.3 300.5 264.0 244.3 3355 -6.09 
STOCK CHANGE iid) 2.9 1.1 .6 2a -045 eS) =59 BiaG cn Wea | = a 
OTHER - = - - - - - - - 
AVALLABILITY 
Ont. 120.5 124.8 135553 135.9 137.9 149.5 165.6 161.8 165.4 183.3 4.77 5229 
Alta. 38.3 41.0 41.6 47.6 54.2 63.0 61.5 T4.4 78.4 90.6 10.04 9.51 
Other 256.9 267.9 290.4 326.1 367.5 403.6 45.2 385.6 S13.2 381.4 4.49 -1.40 
Total GEST 433.7 467.3 509.6 559.6 616.1 642.3 621.8 616.0 655.3 5.19 15D 
EXPORTS AS A 
% OF PROD. 41.09 45.18 48.46 50.64 56.05 57/289 49.10 44.42 32.68 22.905 -6.45 -20.98 
IMPORTS AS A 
% OF AVALL. 42.92 43.92 44.60 47.92 51.61 50.98 46.60 48.33 42.86 37.28 it Weed os) =3.42 


(a) Statistics Canada - Catalogue No. 57-207, preliminary estimates, unpublished 


Source: Statistics Canada (Catalogue No. 57-505, 1968-69; 57-207, 1970-76; 26-213, 1968-1976) 


a = 
TABLE 15a 
TAX BASES, 1976 
10 10 PROV 10 PROV 10 PROV 
TAX BASES UNITS ONT. ALTA. PROV - ONT. - ALTA. - (ONT & ALTA) 
(in thousands) 
Assessed Federal Individual Income Tax $ 6,920,390 1,584,543 17,127,577 10,207,187 15,543,034 8,622,644 
(Basic Tax) 
Allocated Corporate Taxable Income $ 5,930,593 2,086,142 14,606, 186 8,675,593 12,520,044 6,589,451 
Value of Sales by Retail Establishment $ 27,428,412 8,353,561 74,442,086 47,013,674 66,088 ,525 38,660,113 


Motive Fuel Sales 
Sales of Alcoholic Beverages 


Total Personal and Corporate Income 


gals. 2,949,432,481 


gals. 


$ 


22,651,690 


150,036,079 


*Source: Ministry of Finance 


796,264,995 807,070,315 
5,941,387 59,673,943 


42,903,526 374,410,250 


5,121,270,634 7,274,438,120 
37,022,253 53,732,556 


224,374,171 331,506,724 


4,325,005, 639 
31,080,866 


181,470,645 
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TABLE 15b 


REVENUES BY PROVINCE 
FISCAL YEAR 1976 - 77 


SOURCE NFLD. P Beeik. N.S. N.B. QUE. ONT. MAN. SASK. ALTA. B.C. TOTAL 10 PROV - ALTA 10 PROV - ONT 10 PROV - (ONT + ALTA) 
(in thousands) 
Personal Income Tax 107,815 17,242 172,551 146,495 3,279,519 2,200,175 291,314 277,097 439,265 725,316 7,656,788 7,217, 23 5,456,613 5,017,345 
’ ’ 
Corporate Income Tax 26,662 3,548 49,700 30,813 465,001 785,480 111,858 91,501 384,487 214,601 2,163,651 1,779,164 1,378,171 993,684 
’ 
General and Miscellaneous 151,827 22,116 152,288 121,909 1,640,238 1,944,636 214,208 184,955 17,488 715,781 5,165,446 5,147,958 3,220,810 3,203,322 
, , 
Sales Tax 
1,480,202 984,467 893,111 
Motive Fuel Taxes (Gross) 37,665 8,405 57,890 49,582 428,450 587,091 72,619 59,983 91,356 178,517 1,571,558 
, 1,026,016 754,808 639,108 
Alcoholic Beverages 33,719 7,510 54,681 36,402 219,551 386,908 64,353 59,692 115,700 163,200 1,141,716 
Provincial taxes (other) + 
Miscellaneous Provincial 31,255 15,430 24,302 66,107 694,895 612,196 66,083 101,122 112,817 317,963 2,042,170 19295353) 1,429,974 1,317,157 


*Source: Ministry of Finance 
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TABLE 15c 


EFFECTIVE TAX RATES 


ONT. ALTA. 10 PROV 10 PROV - ALTA 10 PROV - ONT 

Personal Income Tax/Assessed Federal Individual .3179264463 . 2772187312 - 447044436 - 4643574092 -5345853858 

Income Tax (Basic Tax) 
Corporate Income Tax/Allocated Corporation Taxable - 1324454401 - 184305287 - 1481325104 - 1421052514 . 1588561151 

Income 

General & Miscellaneous Sales Tax/Value of Sales -0708985996 .0020934785 069388763 -0778948B42 .0685079409 

by Retail Establishment 
Motive Fuel Taxes/MNotive Fuel Sales .0001990522 0001147306 -0001947238 .0002034799 -000192231 
Alcoholic Beverages/Sales of Alcoholic Beverages -0170807564 0194735674 -0191325718 -0190948668 -0203879542 
Provincial Taxes (other) & Miscellaneous Provincial 0040803252 .0026295508 0054543646 -0058199513 -0063731667 


Revenue/Total Personal & Corporate Income 


*Derived from Tables 1 and 2 


xX 


* 
Di 


TABLE 15d : 
HYPOTHETICAL REVENUES 


ALTA BASE X 
SOURCE (ONT. E.T.R.) ACTUAL DIFFERENCE 


(in thousands) 


Personal Income Tax 503,768.13 439,265 64,503.13 
Corporate Income Tax 276,300.00 384,487 -108,187.00 
General and Miscellaneous Sales Tax 592,255.78 17,488 574,767.78 
Notive Fuel Taxes (Gross) 158,498.30 91,356 67,142.30 
Alcoholic Beverages 101,483.38 115,700 -14,216.62 
Provincial Taxes (other) & 175,060.34 112,817 62,243.34 


Niscellaneous Provincial Revenue 


Totals 1,807,365.93 1,161,113 646,252.93 


XxI 


*Alta base (Ont. E.T.R.) - Actual Alta. Revenue = Difference. 


Source: Derived from Tables 1, 2 3 


TABLE 15e 


as 
* 


HYPOTHETICAL REVENUES 


ONT BASE X 
SOURCE (ALTA E.T.R.) ACTUAL DIFFERENCE 
(in thousands) 
Personal Income Tax 1,918,461.74 2,200,175 ~281,713.26 


Corporate Income Tax 1,093,039.65 
General and Miscellaneous Sales Tax 57,420.79 
Motive Fuel Taxes (Gross) 338,390.16 
Alcoholic Beverages 441,109.21 


Provincial Taxes (other) & 
Miscellaneous Provincial Revenue 


Totals 


394,527.49 


4,242,949 .04 


785,480 
1,944,636 
587,091 
386, 108 


612,196 


6,516,486 


307,559.65 
-1,887,215.21 
-248, 700.84 
55,001.21 


-217,668.51 


-2,273,536.96 


* Ont base (ALTA. E.T.R.) - Actual Ont. 


Source: Derived from Tables 1, 2 3 


Revenue = Difference. 
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TABLE 15£ . 


Ww 


HYPOTHETICAL REVENUES 


ALTA BASE X 


SOURCE (10 Less Alta. E.T.R.) ACTUAL, DIFFERENCE 
(in thousands) 
Personal Income Tax 735,794.28 439,265 296,529.28 
Corporate Income Tax 296,451.73 384,487 -88 035.27 
General and Miscellaneous Sales Tax 650,699.67 17,488 633,211.67 
Motive Fuel Taxes (Gross) 162,023.92 91,356 70,667.92 
Alcoholic Beverages 113,449.99 115,700 =2,,250201 
Provincial Taxes (other) & 249 696.43 112,817 136,879.43 
Miscellaneous Provincial Revenue 
Totals 2,208,116.02 1,161,113 1,047,003.02 


*Alta base (10 Less Alta. E.T.R.) 


Source: Derived from Tables 1, 2 3 


- Actual Alta. Revenue = Difference. 


XxXIIt 


TABLE 15g 


Ww 


HYPOTHETICAL REVENUES 


SOURCE ONT BASE (10 LESS ONT E.T.R.) ; ACTUAL 


DIFFERENCE 


Personal Income Tax 

Corporate Income Tax 

General and Miscellaneous Sales Tax 

Nolive Fuel Taxes (Gross) 

Alcoholic Beverages 

Provincial Taxes (other) & 
Miscellaneous Provincial Revenue 


Totals 


3,699 539.36 
942,110.96 
1,879, 064.03 
566,972.36 
461,821.62 


956,204.94 


8,505,713.27 


(in thousands) 
2,200, 175 
785,480 
1,944 ,636 
587,091 
386 ,908 


612,196 


6,516,486 


1,499,364. 36 
156,630.96 
-65,571.97 
-20,118.64 

74,913.62 


344,008.94 


L989 220: 27 


* Ont base (10 Less Ont. E.T.R.) - Actual Ont. Revenue = Difference. 


Source: Derived from Tables 1, 2 3 
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TABLE 16a 
ALBERTA HERITAGE SAVINGS TRUST FUND 
BALANCE SHEET 
FISCAL YEARS ENDING MARCIE 31, 
(thousands of dollars) 


1979 7%Change 1978 “YChange 1977 
From Previous From Previous 
Year Year 
ASSETS 
Current 
Deposit in the Consolidated Cash Investment Trust Fund of 
CHERELOVARCEMOCEA LEO veya sete aie a iateloney eo eiel et aioko ane stsione es jaiers.< «vslieie sens eens eneie ser 29253 -B4.0 182790 805.4 201889 
BECOMMESERE CMV Oke ro csa le cick Veh ele iensisuagon oleh cee sy Koll onal ot oVoriels¥ WaT ava <Pokee eotietatist ons! ah oMoMal Mel eteretetavete = = = 2 3586 
RCCIMeGe nt Ore sUEReCEAVAD EOS. ceca cuacecssewsnok evcutnchsueroRenakey oWoForo¥ snow ckaWoWavalaseue¥ohoiishch Notctometohanetetehe 123280 48.2 83185 46.7 56685 
Marketable Securities at Aggregate Cost or Market Value, whichever............ 2413924 SBhae) 1833242 GW) a2 1166261 
is lower 
2566457 2253 2099217 47.0 1428421 
Capital Progects Dives ton TaAvestments: at, COsit wer. iicerire tees oiendilenaitons ee yore jos wieis 9 uss 255089 LOVE 7 122797. 241.5 35961 
Canada Investment Division Investments at CoSt...........cc cece ccc rcccsesrees 269519 179.9 96295. 94.5 49502 
Alberta Investment Division Investments at cost, including interest 
CApleati zed cand COLUM] CAD tba ht 2.6 Gia: cle: aenatorereoeltos ore! ay aa oye site trie (6 er ettnl sere, oie. le6)ie1''6:/6s.) 6 1614347 5229 1055799 50.1 703631 
4705412 3925 3374108 S22 2217515 
LIABILITIES AND FUND EQUITY 
CURRENT 
RECONMES OA Y AD MC re tera a regalo Toone Sees a aT Oster or Sere RUN (o1rarie a Sue, sire Sa Te Car cay estore otserrayuteda hreite rorsare: Sater 20208 -51.4 41600. 331.4 9644 
FUND EQUITY: 
Transfers from the General Revenue Fund of the Province of Alberta............ 4110227 34.7 3051225. 43.9 2120182 
Retained= Barninps crc. ceeisusioe seme eiise wuts cwe ese saw ae R es oto oe capers atic sais 574977 104.4 281283 220.8 87689 
i 4685204 40.6 3332508 50.9 2207871 
4705412 39585 3374108 52h2 2217515 


Source: ALBERTA HERITAGE SAVINGS TRUST FUND: ANNUAL REPORTS 
1976-1977, 1977-1978; 1978-1979; Quarterly Investment Reports, ending 
Mar. 31, 1979 


TABLE 16b 
STATEMENT OF CHANGES IN FINANCIAL POSITION 
FISCAL YEARS ENDING MARCH 31, 
(thousands of dollars) 


1979 7%Change 1978 %Change 1977 
From Previous From Previous 
Year Year 
Net Income for the period 293694 Sie Ff 193594 120.8 87689 
Less: adjustments for amortization of discount on Canada Investment 
Divilatonmdlnves tmen tamer titi ner icy cite cieraicrcvancicronse ok toed worsen eet ae esters.) | Emaye 164.3 MORPZE: 1300.0 2 
293620 ST 193566 120.7 87687 
*Transfers 
frometier Generals Revenuesbunds rts ie Voie ers la ey< sso deceit 2 - --- glOb9002 a7 931043 -56.1 2120182 
1352622 20.3 1124609 -49.1 2207869 
FUNDS were applied to: 
Capital Projects Division investment.......... 0s eee ee eee eee ee ee eee nee teens 132292 523 86836 141.5 35961 
Capital Investment Division Investments. ........--+ 2s eee reece terete tee cette 173150 270.3 46765 =es 49500 
Alberta Investment Division InvestmentS...........0.ccccceeee ec ceneeerreeeecees 958548 58.6 352168 -49.9 703631 
863990 77.9 485769 =38.4 789092 
Increase [n Working Capital 488632 S209) 638840 Sabo 1418777 
Represented by: Ras + 
Increase in current asSeCtS. 2.2.2... 52 ec ccc ee sce ssseee .-. 467240 = Ors 670796 -53.0 1428421 
Less: Decrease in current liabilities.................- cen Pee 166.9 (31956) 231.4 (9644) 
(Increase) 488632 -23.5 638840 -55.0 1418777 


XXVI 


Includes prior period adjustment 

Source: Alberta Heritage Savings Trust fund: Annual Reports 
1976-1977, 1977-1978, 1978-1979; Quarterly Investment Reports 
ending Mar 31, 1979 


TABLE 16c 


MARKETABLE SECURITIES 
FISCAL YEARS ENDING MARCH Bile 
(thousands of dollars) 


1979 


% Change 
From Previous 
Year 


1978 


% Change 
From Previous 
Year 


Slone-Lermainvesbmentd..2 07 o.966 seks oe wc 


Bonds and Debentures, 


Government of Canada direct and guaranteed. 
Alberta Government Telephones Commission... 


EIS TOTO 6s elo erro arcing OA OREO IIR ER EA 
Other Provinces, direct and guaranteed... 
EOP AA URCOS CakiU.gs vii moral Wo sasec oleh hoe aus 
Wovalsat tarket. Value .t.% oc. cs ces ace x 


Long Term Investments: 


Alberta Municipal Financing Corporation. . 
Alberta Government Telephones Commission. 
fotals ate Costctisnch . eprnageiers. ac kosae. 


611260 


82397 
874813 


861054 


744168 
808702 


1552870 


2413924 


> 


30. 


468600 


65900 
615100 


613400 


545800 
674000 


1219800 


1833200 


110.6 


222500 


6800 
509500 


803600 


817740 


362700 


362700 


1166300 


Due to a change in accounting policy there is no figure 
Investments, Alberta Government Telephones Commission 


for 


Source: ALBERTA HERITAGE SAVINGS TRUST FUND: ANNUAL REPORTS 
1976-1977, 1977-1978, 1978-1979; Quarterly Investment Reports, 


ending Mar 31, 1979 


1977-Long Term 


TABLE 16d 


CAPITAL PROJECTS DIVISION INVESTMENT 


FISCAL YEAR ENDING MARCH 31, 


(thousands of dollars) 


1979 % Change 1978 % Change 1977 
From Previous From Previous 
Year Year 

Health Care Facilities and Applied Research 73970 203.7 24,356 318.6 5819 
Irrigation Rehabilitation and Expansion 28762 ge 16805 23022 5074 
Renewable Resources Improvement 17494 62.6 10758 815.6 1175 
Development of Oil Sands Technology 62949 116.3 29099 206.4 9497 
Establishing and Improving Recreational Facilities 66484 59.1 41779 190.2 14396 
Other (new airport facilities etc.) 5430 - - - = 
TOTAL 255089 107.7 122797 241.5 35961 


Source: ALBERTA HERITAGE SAVINGS TRUST FUND: ANNUAL REPORTS 


1976-1977, 1977-1978, 1978-1979; Quarterly Investment Reports, 


ending Mar. 31, 1979 


+ 


TABLE 16e 


ALBERTA INVESTMENT DIVISION INVESTMENTS 


FISCAL YEAR ENDING MARCIE 31, 
(thousands of dollars) 


1979 


%Change 
From Previous 
Year 


1978 


%Change 
From Previous 
Year 


1977 


Alberta Housing Corporation Debentures...... 
Alberta Ilome Mortgage Corporation Debentures 


Alberta Energy Company Ltd. Shares.......... 


Equity in Syncrude Bode eka one hart tk 


Gulf Canada Limited: 
8 1/8% convertible debenture 
at cost + interest capitalized............ 


Canada - Cities Services Ltd.: 
8 3/8% convertible debenture 
at cost + interest capitalized............ 


Alberta Argicultural Development Corporation 


TOTAL 


311894 
555195 
75762 


225857 


118537 


117602 


138000 


1614347 


24.9 


SET) 


00.2 


26.0 


10.9 


249729 
347709 
75650 


179301 


106847 


1055799.0 


611 


61.3 


155015 


227238 


75475 


120215 


66236 


7103632 


Source: ALBERTA HERITAGE SAVINGS TRUST FUND: ANNUAL REPORTS 
1976-1977, 1977-1978, 1978-1979: Quarterly Investment 


ending Mar. 31, 1979 


Reports, 


\) 
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TABLE 16£ 


CANADA INVESTMENT DIVISION INVESTNENTS 
FISCAL YEAR ENDING MARCH 31, 


(thousands of dollars) 


1979 % Change 1978 % Change 1977 
From Previous From Previous 
' Year Year 
Debenture Issued by: 
Province of Manitoba 74565 = = = = 
Province of New Brunswick 46781 00.03 46769 os 
Province of Newfoundland 49549 00.05 49526 0.05 49502 
Province of Nova Scotia 49312 - = - = 
Nova Scotia Power Corp. 49312 - - s ez 
TOTAL, 269519 179.89 96295 94.53 49502_ 


Source: ALBERTA HERITAGE SAVINGS TRUST FUND: ANNUAL REPORTS 
1976-1977, 1977-1978, 1978-1979; Quarterly Investment Reports, ending 
ending Mar. 31, 1979 
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Circulation Paper for the Ontario Economic Council's Energy Conference 


September 27-28, 1979 
held at the Four Seasons Hotel Yorkville, Toronto 


Financial Intermediation and its Implications for the Recycling Problem 
by 


Dr. Peter A.T. Campbell 
Vice-President and Director 
Wood Gundy Limited 


Introduction 


After discussion with members of the Ontario Economic Council, the scope 
of this paper is limited to the Canadian capital market and the perceived fin- 
ancial recycling problem pursuant to emergent developments in the energy busi- 
ness in Canada. The viewpoint of the writer is from the financial market 


trenches of a fully integrated Canadian investment dealer, Wood Gundy Limited. 
Summary and Conclusion 


There is no recycling problem at the present time. It is highly unlikely 


that there will be a recycling problem in the meaningful future. 
Orders of Magnitude 


Table 1, "Gross Financing by Selected Canadian Borrowers,'' is a proxy for 
the demand side of the Canadian capital market. Table 2, "The Canadian Money 
Market," presents an order of magnitude for the money market... Table ),3; 


ete ras proxy, 


"Institutional Lending Structure of the Canadian Capital Market, 
for the supply side of the Canadian capital market. Table 4, "Secondary Trad- 
ing Activity in the Canadian Bond and Money Market," reflects the volume of 
activity in the secondary fixed-income markets in Canada. Table 5, "Secondary 
Trading Activity in the Canadian Equity Market," reflects the volume of activity 


in the secondary equity markets in Canada. 
General 


In general, the institutional and corporate sector of the Canadian capital 
market is professionally managed. All available funds are, therefore, continu- 
ously invested. To the extent that funds are not fully invested from time to 
time, the cause would normally be accounting mishaps that failed to identify 


the availability of funds. 


Members of the Investment Dealers Association of Canada account for 
almost the total activity in the secondary market-making function. To smooth 
out discrepancies between inflows and outflows of funds from the institutional 
sector, investment dealers have daylight or intra-day overdraft facilities 
with Canadian banks. These facilities act as a surge tank during each business 
day as the institutional sector works towards a flat or zero funds position by 
the close of business each day. 

Given the manner in which the Canadian capital market works on a day-to-day 
basis, it would seem that the recycling question is probably a non-question -- 
at least in concept. From a practical or operational point of view, there 
would appear to be three questions worthy of consideration. First, what happens 
if particular elements become too large for the system? Second, do rigidities 
emerge if key major lenders have restricted approved investment lists? And, 
third, does the emergence of major lenders restrain the financial intermedia- 
tion process? It might be useful to examine these questions in the context of 
specific major lenders wherever possible. Two are selected -- the Alberta 


Heritage Savings Trust Fund and the Caisse de dépot et placements du Québec. 


The Question of Size 


From an asset point of view and keeping the numbers round, both the Caisse 
de dépot and the Alberta Heritage Fund increased their assets by about $1.5 
billion in 1978. These amounts relate to the $50 billion in gross financing 
in 1978 (Table 1), the increase in size of the Canadian money market by $15 
billion in 1978 (Table 2) and the increase in the institutional lending sector 
by $43 billion in 1978 (Table 3). 

From a cash flow point of view, both new funds and proceeds of past 
investments, a useful perspective can be attained by examining transaction 
volume statistics. There are approximately 250 meaningful business days in 
each year. The daily average investment of new funds by both the Caisse and 
the Heritage Fund is, therefore, about $6 million. This magnitude relates to 
the daily average turnover in the various markets handled by members of the IDA 
and the stock exchanges of $932 million in 1978 (Tables 4 and 5). In addition, 
there could easily be almost that volume being handled by the banks and near 
banks directly in the primary fixed-deposit markets. 


In the event that there is lumpiness in the receipt of funds either new 


- 3- 


or from proceeds of past investments, professionally managed institutions 
phase the term structure of their portfolios to smooth out discontinuities. 
When you relate the size of particular institutions to the markets in 
which they operate, it is difficult not to conclude that the question of dis- 
proportionate size or dominance is not evident at the present time nor atic) aife 
likely to become a problem in the future, given the pattern of growth and 
historical efficiency of the Canadian capital market. This judgment is con- 


firmed by market experience. 


The Question of Approved List Rigidities 


Each lending institution generates investment policies consistent with 
the objectives of the particular organization. From an operational point of 
view, these policies show up as portfolio balance questions among various 
security categories -- broadly speaking -- equity, bonds and mortgages. Within 
each of these categories a list of specific approved investments is determined. 
It is normally and properly the case that the "approved list" is privy to the 
particular institution. 

Should a particular institution generate excess demand, in relation to 
available supply, for a particular set of securities determined by that insti- 
tution's approved list -- do rigidities develop? Both experience and price 
theory tell us that potential rigidities are resolved by price adjustments. 

The structure of financial asset prices is a function of relative credit- 
worthiness, expected rates of return, supply, demand, and general market 
expectations about such things as inflation, economic growth, the political 
climate and so on. At a point in time, the foregoing factors generate a pano~ 
ply of relative values. Operationally, these relative values are called yield 
spreads in the fixed-income markets and buy/sell opportunities in the equity 
market. The daily bread and butter of security traders in performing their 
market-making function is buying and selling relevant securities to sustain 
the relative value relationships. In the context of the question of rigidities, 
therefore, what happens when excess demand for one set of securities emerges 
is that the relative value of that set gets distorted. The distortion creates 
a multitude of trading or swap opportunities which generate the required supply 
to meet the excess demand. The many hundreds of over-the-counter traders in 
the fixed-income markets and the professional traders on the floors of the 


stock exchanges spend all their working hours performing this function. 


WOOD 
GUNDY, 


In effect, the price system resolves any questions of approved list 


rigidities. 


The Question of Financial Intermediation Restraint 


This question normally is raised in the context of do the "bigs" support 
the "smalls"? In Canada, the major financing sources for small business are 
the chartered banks, the Federal Business Development Bank and the Export 
Development Corporation. The assets of the latter two corporations are assets 
of Her Majesty in Right of Canada. Their liabilities, therefore, represent a 
claim on the Consolidated Revenue Fund of Canada. Operationally we know of no 
major Canadian lender that does not have chartered banks or the Government of 
Canada on their approved lists as revealed by their published balance sheets. 
In effect, the emergence of new major lenders accelerates the intermediation 


process. 
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Table 4 


SECONDARY TRADING ACTIVITY IN THE CANADIAN ¢ 
BOND AND MONEY MARKET 


(S$ millions) 


BOND TRADING lst Quarter lst Quarter 
LoS 1976 1 Ouk7 1978 1978 LOTS 


ee 


Canadas. due in more than 3 years Sb, 209 bac eo ee ola S lie Gle tS el2,252. § Cie i, Sea ooe 


Provincials - Bonds Sey! Tig A 6,879 n/a 1,404 P7318 
- Savings Bonds 46 40 2 n/a = = 
=Total ce onus. gay) eecs Gl Ger #5" o,630° S 1,404 Cries 

Municipals - Bonds 607 589 934 781 279 shal 

Corporations - Paper due 1-5 years 366 892 1303 A IS! 578 B22 
- Bonds 4,518 5,461 6,169 5,044 1,464 is 
= total cS 4 6oe WomrOss ose oar 2e SS 7,322.5 2,042 oh NA 

Other vee. 2,036 833 Ook 626 eee: 109 

Total Bond Trading 13,159 Zoe] 283059 26,617 S$ Pi039 Se Se134 


MONEY~ MARKET TRADING 


Canada Bills S 11596. Se bers 552m St 29570055 50,56/ S$ 107534 C312 '5746 
Canada Bonds due within 3 years Dis. JO BRS Sy PAOS 36943 bill WS 822 
Provincial Bills 3). aie Soe 2,386 3,676 WAS Snel! 
Municipal Bills 1,081 L238 963 745 297 AS 
Canadian Bankers Acceptance 5659 14,444 14,706 PSIG > 5) OB Ons 
Canadian Bank Paper 16,055 20,028 27,254 oe ool 8,508 135425 
Foreign Bank Subs Paper due 

within 1 year 1,604 2 Oh 8,494 13 ,048 Zea 4,005 
Corporate Paper due 

within 1 year WS) OSE 28 ,616 29,490 Shp Sie) 7,413 8,777 
Finance Company Paper due 

within 1 year 18,892 20,630 29 01o 29,421 AU 8,73 
TOTAL Money Market Trading $99 430 eSh06 0923 514530705 (S194 525 § 41,669 SHS O74 
TOTAL BOND AND MONEY 

MARKET TRADING S117, 589% F132 ,350 Sime yas S221 142 7S. 48,669 $_ 63,808 


————————— 


Source: Investment Dealers Association of Canada. 
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SECONDARY TRADING ACTIVITY IN THE CANADIAN 


EQUITY MARKET 


(thousands) 


I.. Volume of Shares 


Toronto Stock Montreal Stock Vancouver Stock Alberta 
Exchange Exchange Exchange Stock Exchange Total 
1979 (list Halt) 624,415 82,450 363,326 By alt Le liO a, Ones 
1978 (let Halt) HSN THeXO. 28 ,947 296,397 17 ,668 794,772 
1978 984 ,913 622707 596,925 40,016 1,684,561 
1977 CSRS 22 103 ,689 544,433 Bi 696 USHA oA 
1976 BAS) Bile 1M S Si MVS Ne 25,784 Lae 2 50 
1975 469,587 135,341 489,843 14,298 1-,.109.,069 
1974 568,249 22 OLS DN ak 6,264 1,359,344 
1973 663,856 296,475 592,745 Oma PD Odin 2 at 
Tl. Value of Shares 
Toronto Stock Montreal Stock Vancouver Stock Alberta 
Exchange Exchange Exchange Stock Exchange Ota: 
5 ge iT =a 5 g 

19794 Cist: Halt) Re lomree rat) Ls SLY Oly? 478,090 98 ,999 10,259,698 
1978 Cist. Half) Soe 2)3 492,190 2815037 42,827 9:293:53:27 
1978 LORSO2Z,028 LOD. Bo7 610,514 94,301 iDinoZzons Og 
1977 6,044,753 eae Cease 39/5), 075 Be) Ove 7 5B / Dy dee 
1976 5,093 5469 1,483 ,613 BYES) ASM 46,444 6,951.,838 
1975 Ae (SS) O20 1,384,724 314,501 17,945 5,806,190 
1974 4,523,564 [Reese Whee SM tos 464,169 realy, 6,591,428 
1973 6.7 Sus, LO PA WRN V3 AS Bm27 1 Hf es: 9,401,462 
Source: Toronto Stock Exchange 
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Montreal Stock Exchange 
Vancouver Stock Exchange 
Alberta Stock Exchange 
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THE OPTIMAL SAVINGS QUESTION: AN ALBERTA PERSPECTIVE 
by 


Bn Ibn Beebe e egal Jo Ihe iehape she 


A paper prepared for the Conference on the Alberta Heritage 
Savings Trust Fund at the University of Alberta, 


October P3=—19 .719 79 


Outline 


Introducseion 
. —"Speciiying the OBbjectiye Function 


Specifying the Economic Constraints 


soeThesRolenscivPublic Savings 


AB 

2 

s 

4. The Role of Inter<Proyincial Migration 
5 

6 The Trust Fund in Economic Perspective 
7 


. Some Fundamental Policy Conclusions 


Preliminary - not to he quoted without permission of the authors; 


comments weicomed, 


> there can be a variety of alternative viewpoints, is explored in 
<7 

the next section. The following sections go on to consider the 

cohstraint functions, to discuss the central issue of inter- 

provincial migration, to examine the role of public savings schemes, 


to present a brief economic perspective on the HSTF, and to derive 


some’ fundamental policy conclusions from our analysis. 


"2.972 SPECIFYING. THE OBJECTIVE FUNCTION 

In keeping- with the optimal savings literature, we assume 
‘that the: utility obtained in any time period by the representative 
individual in society depends, among other things, upon the quantity 
of: real’ goods and services- which he consumes at that time. These 
goods and services are of two types’, private goods provided by the 


business sector through the market place, and public goods provided c 
} 


(sU dtireetly, and often collectively, by the government sector. These 


’ public goods take the form of? government services and social overhead 


's €acilities,: and are fitfanced’ through the direct taxation of provincial 


“residents and through the collection of: non-renewable resource 
“revenues. 

As'a result of both the size and the growth of none 
renewable resource revenues, Albertans haye come to expect their 
provincial government to provide them, on a per capita basis, with 
a high level of public goods and services in relationship to the 
direct taxes which they pay. Without these non-renewable resource 
revenues, the provincial government would have to impose a sub- 
stantial: ‘tnerease in direct: taxation in order to provide these goods 


and services: to Alberta residents. This tax increase would lead ¢ 
} 


inevitably to a reduction in the ability of Alberta, residents to 
purchase private goods and services in the market place. From this 
point of view, the primary function of. the HSTF (and. other. related 
provincial surpluses) is to enable the provincial government to 
continue the provision of a reasonably high level of public goods 
and services after the stream of non-renewable resource revenues 
begins to decline in real terms on a per capita basis, without 
imposing a substantial increase in direct taxation. This becomes 
all the more important if the population, is-expected to be sub- 
stantially larger in the future, as. a result: of, inter-provingial 
migration, particularly if there are few scale economies or, .. 
agglomeration effects,.in, the overall. provincial. economy to, bes 
captured through itsvexpansiqneay aw toc eo veer Sos 206sg 

Also in keeping withthe optimal, savings, literatune, we 
assume that the utility: obtained, by the representative. individual 
jm Societys vomit re future.-consumption of, either. public pr private 
goods is discounted at some,, probably. small, timerpreference Fate. 
This time-preference rate is. an important element in the, deter- 
mination of the social rate of discount. The larger is the, time- 
preference rate, the smaller will be. the society's propensity to 
save, and therefore the smaller will. be the stock of capitad it 
will accumulate to enhance the consumption possibilities. of. future 
generations. | 

In order to advance from the utility obtained from. 
consumption by the representative individual in society to a, 
provincial objective function,.ait.is necessary. to.consider the 


question whose utilities or benefits are to be taken into account. 


In addition to the utility of provincial residents, should the 


G 


-utility of non-resident nationals be taken into account in a 


provincial objective function? Given that national cohesiveness 


~is' of: some importance to the component parts of a federal state, 


‘at least to some extent a provincial government can be expected 


to. take: into account. the interests of other parts of the federation 
in deciding how to: use its resource revenues, etc. Thus, some 
“weight? may well be given ‘to the utility of non-resident nationals 


in the provincial objective function, though in all probability 


sthis weight will be considerably less than that given to the utility 


>of provincial residents. To simplify matters, we choose to put 


istonitthis consideration “om “one: -sidew 2 °v225 - 


~The: existence of -inter-provincial migration, however, 


introduces further complications.“ Apart from time-discounting, 


C: 


roLigqes should all: provincial residents, present and future, be given equal 


rr: 


tswedight: in: the provincdal objective function? Should no distinction 


‘os be made between new immigrants to the province and provincial 
xsresidents. of? much: longer. standing? . The province may take the view 


“that aslarge+scale population increase through migration from the 


rest: of the tountry is undesirable, whether or not the migration 


(0 '£low reverses. itself after’ the stream of non-renewable resource 


revenues begins to decline in real terms on a per capita basis. 


“Hence, it’ may: wish implicitly: to give each new resident arriving 


in the province through migration a smaller weight in its objective 
function: than> existing residents. One way of incorporating this 
possibility would be to attach a weight which is less than unity to 


provineial: population size in the’ objective function, rather than re 


the more traditional unitary weight appropriate whenever migration 
is unimportant. To do so, however, -further: -discriminates against 
the consumption possibilities of the potentially mories numerous 
generations of future residents. In consequence, it. would: Lead 
to increased present consumption, larger. sshort-run in-mirg-ria tcl n 
and more long-run out-migration as the: stock of: nmon#erenewable 
resources is depleted. If longer-rum population: losse's: are c+ 
considered to be at least as undesirable ands costly to: the: province 
as shorter-run population gains, it: pays; to, smooth the flow of 
inter-provincial migration, and thus: to: give: equal weight c(time- 
discounting apart) to all, provincial residents:,: old ant mew,: present 
and future. Hence, we assume thatthe: weight) atteched: to provincial 
population size in the ~bjective: function sds equal: to epee CO aairr 

On this assumption, a-:-socdety-will choose to->:foregn: 
present consumption per head in order to acquire. a: larger! consumption 
per head tomorrow as ipng, as: its: time-prieference rate is; smadider 
than the real rate. of: return .on capitals investment; it widl gradually 
consume its per capi-ta capital stock if: the. reverse: is: true,, and 
DipWisds meine aelyin a constant level. of: consumption: per head if-cits 
basic time-preference rate is equal. to, the real. rate of return on 
capital. . inthe: case an which, eocdety:'ss intome! 19s penerated? from 
resource rents associated with, the depletion of a non-renewable 
resource stock, to maintain a constant level of consumption per 
head requires the saving of ee RES persecenty ofthe stream of 
resource rents accruing each year,, where n is the: rate: of population 
Slowthasr dich theereal raterof return (net of inflation) earned by 


the savings fund and d is the,rate of decay in the stream of resource 


rents in .real-terms.:»;Given n = 2%, one may tabulate the required 


<:Savings propensities (s}-for various values of r and d as follows: 


ww 


Real Rate of Return (r) 


eee 


BaneoaKtoon C2600n90 .5.00 
SA BOOS Ss. tee FLe 1 'O.<0 2.5 
OC, SAS TRO 2 TO t0 6400 


-,Rate of Depletion (d) 
of Resource Stock 
(in real. value:terms) 


the fact that all the numbers in this table exceed the 
30% savings propensity applied to the stream of resource revenues 
for the purpose of neat ng the HSTF. ayeseste that aschoice is 


foe made for_ a declining stream. of gonsumption per head from 


_, these resources over the longer term. This implies one of two 
Possibilities: _either the use of a time-preference rate which 
_,, 18. somewhat higher than the illustrative real rate of return used 
_in each case depicted in the previous tableau, or the use of an 


.objective function in which the weight attached to provincial 


4s J me ~ 


we S 


_.population size is less than unity. Indeed, if for either or both 


of these reasons the stream of consumption per head from these 


resources is chosen to decline at the same rate as population 
a = s. = X snak 7 a a ~ 3 Pix ‘ s 


,.. expands, say 22% per annum as before, then the tableau of required 


savings propensities - effectively, in this case, giving the values 


of d/ (r+d) - becomes the following: 


Real Rate of Return (r) 


Di 
Ra temotmpepveti ons (da OP oa 0.200 1.0 .1.67 
""§*oL Receaurce Stock. O7200 } 0,429 [0.375 


(in realv@value terms) Dero 0.5561 0.500 


Notice that the 30% savings rule is now well within the bounds of 
these numbers, thus illustrating the importance of the manner in 
which time-preference and population growth are handled in the 
provincial objective function. These two sets of figures, however, 
should not be taken too seriously, Since from a more robust 


optimization point of view neither the*’rate.of depletion (d) nor 


the rate of provincial population growth>{n) can*be’ taken to be 
independentiod theicealoratetofereturni({s) ofgthersSaviness rate (s) 


that is applied to the stream of non-renewable resource revenues. 


oy “ = 4 S eee ‘ na 4 Ay 


3. SPECIFYING THE ECONOMIC CONSTRAINTS  °© °°. ?7777*%4 


ye Wieck plete DGS se Sagi ear ou Mice yn ort Ate Rau aes ae ty 
Fund are derived from the development and extraction of petroleum 


resources, and more particularly conventional oil and natural’ gas, 


mgs 
g 
i) 
4 
an 


which are limited in Spies hE AUrhonee Cees eon and develo; 
activity can expand Fiveny slumeam € proven pee ehies of conventional 
oil and natural gas, it ee eer eet ene rates of extraction 
Widds cft-contdntie dy eyentee 1d ydemheust the supply of these’ resources 
that can profitably AP SS eae ae ee eee technological and 
cost-price erred eee Ohe chee igdinee tet el ter iead ve sources of 
energy continue to be prey bile es pat hike ae Eee and therefore 
that the real price of SS ee, ee faster than the 

rater Ofsoextractiony within Te COS Sy ae the time-stream ne 
Alberta's non-renewable resource revenues must eventually decline 

in real terms as her conventional oil and natural gas reserves are 


depleted... The existence of substantial heavy oil and tar sands 


deposits within the province does not alter this picture, since the 


_.Tesource rents that the development and extraction of these deposits 


’ 


_ will generate are most.unlikely to be as large as those for proven 


reserves of conventional oil and natural gas, given any reasonable 


in L 


forecast of the evolution of technological knowledge and associated 


cost-price relationships. 


On these assumptions, an economy such as Alberta's which 


has; thefabiditys to extract and export a non-renewable resource in 


finite supply might well be expected to want to builds wp) atistock of 


LW 


_.¢capital, or a heritage savings trust fund which includes external 


a 


or foreign assets as 


well as domestic. assets, on which it can 


_survive as a rentier after its finite stock of exhaustible resources 


4 te 


_ has been depleted and its associated stream of resource rents 


aur 
¥ 


declines. Indeed, such a course of action definitely seems to be 
avsen D4 SReRU MOE 33 SIGE tae seat ss nace ay 


~ 


the prudent course if appropriate consideration is taken of the 
AY Fea CaM ep tae A sh) te AP } tw ot nts na J 2% ee ORS aie 3 


a © 


needs of future generations, particularly if.these generations are 


_.expected to be more numerous than the present generation of 


provincial residents. 
2 f £ ; at ns y) _ + 2 Pi => = o. ~ 5 a ~~ ad 


a = te = 


__ the allocation) ofssuch( a fund ever alternative capital 


} = mt 
is z ds tor im ts 4 


__assets, domestic or external, will depend upouirelative). rates: of 
return. _indeed, if differences in riskiness are ignored, the 
allocation should be such that rates of return on domestic and 

_. external assets are equated at the margin. However, the less myopic 


_@es0ctety is, > thes lower.wijl be the social rate.of; discount, and 
the larger should be both the domestic and the external stock of 
capital assets. In addition, the.more one wishes to temper the 


rapid expansion of provincial population in the shorter term, the 


larger should be the accumulated stock of external assets in C 


relationship to those created domestically. Put differently, the 
faster is the pace of domestic capital formation, the more quickly 
will employment opportunities expand within the province; in 


“3 : ee a Se eas Pe S Sits 9 
consequence, the greater will be the rate of expansion of both the 


provincial labour force and the population residing in the province. 


eel 4 


Naturally, there is of course’ some limitation to this 
ner, By ee soe RAE ERE MLE 8 ea EEE ; 
process, since the costs associated with migration into the province 
Ree PURE! cae Ch te 8 eee ee ee ee ee: 
increase at the margin a&S more people move in, largely because of 


the associated escalation in land prices and housing costs relative 


to those elsewhere in the country. “In this sense, new migrants 
have to buy their share of the publiéally-owned trust fund when 


they move into the province through the“rélatively high land prices 


3 re tr 


and housing costs which’ in gémé étrhde way thay be Ehought to have 
already capitalized thé éxpéctéd* straam of resource rentals accruing 
tolprovinecial residents through theit implicit ownership of the 
trustsfund:s Asiwecshaill explore’ latét°in this paper, one of the 
benefits that might well result from the privatization of the trust 
fundiwtngtaas the giving away to teurfenl peavaneasi residents on a 
one-time-only basis trdnsfértable sharé~cértificates in the fund, 
would be the reduction, ‘if not PASteiiminee sen, of this crude. 


6 


capitalization-through-land-pricés efféct. Vids 

If*thé faster pace of déméstic capital formation is also 
directly associated with thé moré tapid construction of facilities 
désigned*to’develop and extract thé non-renewable Petyescehaaz 
opposed-to investments of a diversifying nature, “thé more rapid 


will be the eventual fall-off of both employment and economic activity 


as the extractive industry matures and the stock of proven reserves 


—eiGe— 


~ "-Beéomes depleted. Such a boom-bust scenario is likely to have « 
substantial adjustment ¢6sts associated with it, not only in the 
construction boom phasé but also, and at least as importantly, in 
tere “the exhaustion bust “phase. Unless the out-migration response is 
‘“<“qdfte rapid, it also’impliés a larger provincial population to 
“supply with public goods and services after the boom subsides. 
‘In ¢onséquence, in-such 4 scenario the drain on the provincial 
~*"*tredsury would be substantial, both because of the rapid decline 
in non-renéwablé reséurce revenues and because of the considerably 
expanded provincial population. © 
°°" “The conclusidn that ariseS from this brief analysis is 
““that it will pay~theée°provincé in the longer-run to control the 
‘72 {Bace of domestic éonétruction activity, and to reduce the temporary 
-°"“8ypansion of employment and populatién and its associated tendency « 
‘“towards inflationary over-héating in the economy, so that the 
°*"léxpansion phase is sustdinéd for a longer period of time. In order 
to achieve this, a substantial portion of thé existing non-renewable 
résource revenues should be invéstéd outside of the Province of 
Alberta. “The main alternative to’this “rentier society" solution 
“is, of course, a deliberate attempt at "province-building" via the 
“industrial “diversification route. But this altérnative would at 
~“best sustain employmént and’ économic activity; thé decline in non- 
renewable resource rents and in the government's ability to provide 
public goods and servié¢es to provincial residents without commensurate 
“-““1éyvels of direct taxation would ‘still be unavoidable. Moreover, 
what is known about the faétots which determine patterns of 


comparative cost advantagés among trading partners would tend to G 


Sel lee 


cast serious doubt upon the economic viability of wholesale diversi- 
fication into manufacturing industries, though clearly some . 
particular manufacturing industries might.well be practicable. 
theca HBAS of the complications arising. from the conclusion that 
controlled expansion is desirable is that the rest of the country 
may place a great deal more urgency on. the development and extraction 
of known petroleum. resources.than the province of Alberta, In 
this sense, Alberta,may exhibit a smaller gate of, time-preference 
than the rest of, the countrys,.,{1t .is.algo. possible chat fhe. 
Government of Alberta also has a lower rate.of time-preference than 
ZS counterparts, elsewhere in Canada because its current overwhelming 
majority leads it to expect to,be.jn. power longer than. the next 
election or two.) But $f thigig.eo, the xecycling of a sypstential 
yPrOPOE tion of resource FEprs beck ko other provinegs vie external 
Poang and investments may, giao make substantial economic. senge» 
though «eome.compromise wall have f9.beugge,on. the rate.of depletion 
PPR ROW RODS RRO LERD NEE SNCS ove kinkildlee sun 
The ol LeecaryEe ng egptdmad accumuiation with nen-pegewable 
resources also has_something to say about optimal resource depletion. 
Broadly speaking, the existing stock of ,proven reserves,may be 
thought of simply as a capital asset, .The return on keeping. this 
asset in the, ground is the proportional rate of change expected i 
_the net revenue obtainable from its,extraction. Differential risks 
_aside, this proportional capital gain from resource ownership, 
represented by the return obtained from the withholding of resource 


stocks from the production process,.should be equated to the rate 


of return obtained from the use of capital equipment in the production 


os 
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process,-or from-capital goods in general. Thus, the rates of 


2return.on ali: three. forms of assets, domestic capital, external 


capital assets-and the resource stock should be equated at the 
margin-inz: any optimal investment allocation. Moreover, in a steady- 
state’ situation. in. which risk is ignored,.these three. rates of 


return- must; be: equated to. the social rate.of. discount, which is 


itself: dependent upon society's time-preference.yate.,. Finally, 


if:the;non-renewable, resource can eitheretbe sed. up in “the ‘domestic 


to prodyction. process, or. exported. to third parties, an efficient 


allocation requires.that; the, return at the margin from exporting 

the resource, (thermarginal export price) must be the same as the 

return obtained whem jt. ds used. up in the, domestic production 
pa 

PROCESS." 2nttS2” .Ansesn4 sig ct 
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saor~ Of, course,. none, of, these marginal propositions Cells one 


‘whet, to: do- without. further detailed information on the form of the 


avunderlying functional. relationships... ..They are merely properties 


that must: shold, along. any, efficient path of. capital accumulation 


and resource extraction. In addition, they do not even tell us 


whether or not a non-decreasing -path of-.consumption per :head .is 


‘cpossibhe over ‘the longer -run .: Indeed, such @ path-is possible only 


if. (a): there exist, sufficient substitution possibilities between 


' capital, and non-renewable energy resources, and among alternative 


‘energy sources, non-renewable and :renewable, themselves, in tthe 


ie j : : 
For more details on the points raised in this paragraph, 
see B. L. Scarfe, "On Optimal Accumulation in an Open Eéonony", 


University of Alberta, Department of Economics Research Paper 


No. 78-14. ~ 
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basic production processes of the etonomy,iand (b) the rate of 
"“Pesource»augmenting" technological ptréstress’ extecds both’ sdéeitety's 
time+preference rate and its population Stowths rateata eS egies 
Thus, as intuitive reasoning sugpests, substitutability 
is of paramount importance to the resource’ scareity: prodlemiz2 
“Moreover, the cohsumption possibilities available’ to> future’ > 
Sense sei one depend’ upon the time-honored rate between diminishing 
returns and technological change. These possibilities’ may: be 
widened by greater saving-“and smaller consumption in’ the present, 
so that increased capital inputs may to ‘some degree substitute for 
reduced resource inputs’ in’ the’ future.’ | Nevertheless, a society 
which neglects the resource constraints of: the future: will ts* 
necessarily consume too much in the present, perhaps following for 
‘a time a path of rising ‘consubption per head’, a path whose economic 
costs are ‘imposed upon future -generations as the time’ stream of 
‘consumption per ‘head. “eventually decreases. For the moment,»‘however, 
we ‘shall put ‘these more ‘global ‘specvlations' on one sides isc 
See ee ee pees a 
4. THE ROLE OF INTER-PROVINCIAU MIGRATION > | 
Since in our andlysis inter-proVincial migratton must be 
permitted to-oécur, ‘the proportion of -the national population 
resident -in the resource-éxtracting province must’ be taken ‘to be an 
endogenéus “variable. ° This faet alone takes formal ‘an@lysis ‘of the 


optimal savings question exceedingly complicated. But in many ways 


‘See BoeLe Scarfié; -GydlésscGrowth) and Inflattoaw,.-New York, 
McGraw-Hill, 1977, pp. 83-90. v3 


we 


~ ae ee 


the endogeneity of, both population and the supply of-slabour*within 
the province hies.atsthe-heart of the policy questions surrounding 


-s. We -take the view that inter-provincial migration-o¢écurs 


., in response .to,-economic incentives. An individual, or family unit, 


will move .from -one province to another if the present -value.of the 


, Stream, of..benefits expected, to accrue from relocation.exceeds the 


5a5 combined -economic,. psychic, and other costs -associated with the 


mov.e.,, The stream, -of; benefits must clearly reflect the relative 


te 


c: jWwage rates and o:ther- economic advantages that an-sindividual may 


4 sempec,t, to, receive. modified by-:the nelative probabilities of finding 
,-an appropriate -jo0-b;-opportunity:,--and the costs must include differences 
gin and values and;housing: costs: since these are a fundamental 
component. of, existing. differences aim the cost-of-living among. ee 
provinces. 

8 cc ,gais With-or without the existence: of; ai: heritage savings trust 
fund:,. the, simple, existence; of: significant resource rents and: the 
generally. favourable business, and tax:,climate in the Province: of 
Alberta. are likely: to generate a--continuous flow of new migrants 

, from other provinces,: particularly df; they: are: coupled with a 
construction. boom associated: with resource-extractive projects. 
indeed, ,Alberta; has: been; receiving: about 100. new:migrants per day 
,over the- past; two or: threenyearss;: thus, the provincial’ population 
has. been growing by: about:1.5:pereent per year: from het: migration 
alone over thistirecent period STheminpact of this fa owrpet migrants 


on-the-supply-demand- balance in: land and housing markets will 


sustain, the: present situation:in:which the stream of: resource’ rents ei 


a a Se 


“cis capitalized-in some crude way into land and hovsing -prices. 
‘->Phe key question for the mandgemeént ‘of a publically- 
owned trust fund is whether or not actual decisions concerning the 
size and allocation of the fund have sany *direct influence on the 
flow of new migrants. Although periods of ‘Yapid -econdmi¢ e¥pansion 
‘and -in-migration liké Alberta has recently. been experiencing “tend 
for a while to-develop ‘a momentum of “thet own, °ff “our view “the 
answer to this question is definitely ‘inthe affirmative. © Indeed, 
decisions. ‘concerning ‘the proportion. of! "*non—r érfewable resource revenues 
that are saved by ‘the “government sector tinstead of being’ fmmeédiately 
allocated to current consumption: and the “manner in’ which “these 
savings are allocated to alternative ‘investment «activities, Bre the 
primary mechanisms through which the government maybe ‘able ‘to 
influence the overall pace: of: economic activity and the rate of 
provincial in-migration. ie sete a 
The HSTF performs: a useftl role in stabilizing, to a 

degree,: the rate of: growth ‘of: Alberta's population over time: and 
thus in smoothing: out. the: associated: pressures’ on’ housing and? land 
prices, and on. capital investments: related to the provision of public 
services? ~The reason for this conclusion is essentially simple: 
the alternative: to the saving of: subStanttal amounts of natural 
resource. revenue is’ to spend: this’ revenue: on current: consumption, 
an. alternative which would attract’ more present migrants without 
creating. the means to sustaim them- after the resource revenues begin 
to dwindle, 

Given the size of its: non-renewable resource revenues, 


if the provincial government maintained only a balanced budget, its 


>, -eurrent: spending would have to. be higher and/or: its current direct 
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3+, -tax, revenues would have..to,be lower by a combined total of about 


ip 


this is, one.thousand dollars. per person per, year, oF four thousand 
per. year. for, a family..of four. If this sum were disbursed by; the 


., provincial, government, in attractive forms, especially including 


u 


, Major, tax reductions, the, immediate stimulus to, the local, economy 
and-sthe, associated attraction to migrants would.represent a 


. substantial addition; to; that already arising from. existing develop- 


153) 


- ments: in, the energy, sector; By. accumulating large current budget 


2s surpluses ,-including, surplus, revenue, not, formally placed in the 


(s Hemitage, Fund: as well,es additions: to. the: Fund itself, the province 
-~:as.-suppressing this, additional, stimulus, to. demand and to, in-migration. 
_ The, Fund. does, of course, provide a longer-term attraction fe 


to, migrants. Each: billion dollars, added; to: the Fund deprives the 


> pyerage, resident..of; Alberta; of: about: five: hundred dollars of:. 


- 
we 


dammediate benefit: in the form of. either tax rebates or government 


ne { Services, but, if, it, was: invested by sthe! province: at. a real rate of 


- interest- of. perhaps, 3%: per. year,: it: would yield fifteen dollars per 
.head; im provincial. revenues: each year. as a. permanent support. for 


lower: taxes, or, higher, government, services.: To-a potential migrant 


--. who, is- fully; informed,: rational, young. and. healthy, and. who. discounts 
the future at 3% per year, this; fifteen: dollars: per. year: would be 


just es; attractive as five hundred dollars onee and: now. But one 


vj ySupposes:, that, most people young, enough to expect to receive the - 


‘fifteen: dollars per- year for: enough: years to bring their present 


> value; towards five hundred dollars, are.also too young to discount @ 
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the future by as little as 3% per year. ~ For this ‘or for whatever 
reason, Zt seems likely that five hundre@® dollars now would attract 
more migrants: than would fifteen dollars per ‘year in perpetuity. 
y Even :if allo migrants are perfectly informed and rational 
and have a -3% discount rate, and thus regard: fifteen dollar's’ per 
icyear -of Heritage Fund -earnings as just as attractive as five hundred 
dollars at ‘once, tte creation of a Heritage Fund will -stabilswse the 
provincial. economy over time. If provincial resource revenues are 
distributed as quickly as ‘they: arise, migrants: may come! in, receive 
them as fast’ as they: appear, and then Leave! Spein when they’ @windle. 
If the benefits. of resource reVenues: are received by residents as 
a continuing’ income’ rather! than as: as lump. sum ,2 their present value 
', is high only to: those who--plan to} remain im the province thdefinitely, 
sand the in-migratdon. of tramsients is not encouraged. 
ge a ar It is also of dnteresit: to note that povernments saving 
into -the Heritage Fund’ tends not: only':to deter? early un-migration 
2°and thus to‘:reduce pressure :on: hot'sing? prites’,- compared: with ‘the 
> alternative of: currently spending all resource revenues.*~ It also 
tends to improve :the prospects. for’ the! growth of the non+resource 
sectors of the €conomy after the resources’ are pone‘! To: the extent 
that. Heritage Fund income ts’ available: to attract? population,- these 
industries will have a more ‘plentiful: labour force: after the non- 
renewable’ resources are: exhausted.: 
'In'summary’*, by saving resource revenues instead of 
dissipating: them in. lower taxes. or greater expenditures, the provincial 
government helps to give the province a more even. pattern of prowth, 


with less::immigration now,: less- pressure on land prices and social 


a me) ooh oo ok 
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ete, ae ot ciate ae ae we 
overhead capital now, “and greater means of sustaining ‘population 


and less da Se ofS ‘eoliapse of land prices in the longer- -term 


eure when resource revenues decline. This point is, presumably, 


(68) “Ties 4 ~ cs . 73 9 , 5 7 ne : 3 Rey 
merely common sense without ‘surprises. The point does, however, 


- reo “s a ages a oe ~ 


‘leave no limit to the proportion of natural resource revenues that 


oe jae 


ts Hold we cacded" ‘to eee Fund or other government savings. 


fai a 


++ 3659 2 isl HE a tie or) et it i a tea ae = fe 4 = EX ae \ e “ 
Pade ® by “itself, it suggests that almost all provincial revenues 


fan i~ ee RG 


“from Se eee resources should be ‘saved, not merely 30% or less 


ip 


0 


Z 


than half of them. — However, one should recall the arguments 


Bere ae in earlier ection’. ape pe paper; it can be optimal to 


‘save less if one Waetounts the: Cirure more, but the proper degree 
S 1 See Gio a aie cee? Ta Ses date ee Tee ae Stivers) ee, : 3  § 
of discounting is inherently a moral question and not really one 


2927455 196 f2eo48 cea te ads S45 : Ye St es Be 


ee Ane economics. . J 


5° THE ROLE OF PUBLIC’ SAVINGS 


is Ste ae NS eee eee 
So far, we hive ae a ee tte economic "wonetrainte 


laze Gy “Peper ks 


“special attention to the role oe ke peel migration, We 


Spee rates A0b ee eee ee which might enter the 


try e: TA ce 


provincial objective function, Even if such a function exists, 


SS eee oe Speellp Syl et eh EST A ag ig eh ae fn ME avi ate ten, Sahay 8 ; 
however, it need not be implied that the government itself has to 


jvcore s 


be involved in the savings-investment process. Indeed, one of the 


questions that immediately comes to mind is why the proyincial 


~ “rs -+e~= 


‘government rather than the private sector should be doing the sayings 


‘ 


involved in the HSTF at alt. “What would be the consequences of 


CES Rs ene ESTF to current Alberta residents? 


oN 


ANS SES cneceacbesrwlabs Sanae eh oa Enat might well be used in 


C 
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conjunction, in which this could come about. The first is simply 
ee hae Me Sa te F ; : ee sal Tae Sek Dias PS 


to cut current and, at least for some time, future direct tax rates 


ace? a os ‘ ’ * oe 8 oe co as L-+ - i 


on provincial residents, and the second is to give away to each 
_¢current provincial resident aefixed, but equal number of transferrable 
share certificates in the existing trust fund on a one-time-only 

27 A EM ES OS ae Ce ek pe a Te ae 

basis, that is by the privatization of the fund. More generally, 
a combination of these two alternative mechanisms might be employed. 
For example, given projected Bong ten meat) expendi Pumes:- othe provincial 


1 


authorities might agree to add x% of the’: non- oS pemInNe. resource € 


ce aes tebe 2 leven. Hidde sd os I, ree inn Ee Ligeia WS ysa 3 


revenues received in. each oF the fp G2 a y cars, to an. initialby 


am a ie ina MRS ch L oS 


Pate paec6 fund, to Peon er yb ts tae yt an Bime sie revenues panne as the 


e = = = 3 
et e fi 6a 8 ie a a pene Soa > <t Sc 3 7 Sea 


creation Ore the second of what iy gin. benpere Ne eEy. Biase Crate a whole time- 


a ited ko a8 ESPs ee, SEY Mike FESTA hee A et ae ee A ae 


sequence of separate trust funds each ee Oe debt hel kt Sai at 


wt a sd pa a Bo ee OS eS 


an appropriate time in the future by share distribution to provincial 


residents of record on a specified, a Cie 5. and. to_ ei Sta obate Any 


4 + = — 


remaining surplus Cor deficit) thr ong hy air exit tax cuts Gong tres 


mT ee. 2 wv 


sinerneases)i. In the camir ent non~ ‘pave tbe ed SRUEELO D> of course, 


=a 3 Se 


x ot ty Fog Ss tiyeny amount to 302 of en ent Nenewe biker oSOMr C6 revenues. 


ie Sos CW puke: bi we i =e ae ta 


nes & twp ater rarest Ve TCP AL SUS] Gand, “nore generally, 
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the choice sof tthe epercentages of non-renewable resource reyenues 


plhacied itn it:ihe privatized and not+yet=privatized trust funds each 
year) have very different consequences for the distribution of 


income and wealth within and without the province, They also have 


very different consequences for the rate of immigration into Alberta 
from other provinces, and for the rate of inflation in Alberta with 


particular reference to the escalation of) shandy prdictast, through which 


the implicit ownership of the existing non-privatized HSTF by 


~ «20 


provincial residents may already have been capitalized Despite 


e A ( 
E, ” 3 th Mae 
‘ Flan Meg Nort a | ‘ 
a oe & =, fF r Oper Lai ne ee 5 
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> these ‘differences, they have Gme thing in common, namely that. they 


Mot kegs Pee ee et Se a eee : : ag | 

stbransfeér--to the private sector the burden of saving for the future 
provision of public goods and services, with hc ews woUuexpilicit 
> guarantee that: the’ spnterest sh of future generations Oe: eee 


swould-thereby’ be BA moti Gol ye ee ewides: ane. 


“Theré are at “Teast Vadee. separate, reasons ety this, 


: aaa 
ute @2i1u02s 


iduals~ neigh fail to take account oe the impact 
/itsut0& the Jeens Fa saa by ‘the descendents of other 


te ke 


to prowinc tal -résid énfg on "the uedlicy oe their own fee ce They 


at 3 


2 upighit theréfore wsé "a pei vat & time- preference rate which overstates 


scthie social munepret erence eee A and therefore BideEtaks ceceeeuere 


oh SCA 


Cheep night fail to take account. of the 


2 impaet" of ° those po pilation changes wuitte i result from interprovincial G 


«devel sf! savihk.°? Secondly, 


migration.-“Whatévér capitalization effects influence the land . 


ristprl@és that have’to bar paid by “in- coming provincial residents,. 


2cthes “thé fe *abirit cya ‘to consume private ‘goods other ee pousing — 


,and 


{ 


aaa > <3 5) ») = 


>: services (they “nus ane 


tili sie afforded the same Bee re Ges for 


Hitlee scorfdihip Bion We public cig e50 ine “especially OS NS goods, 


> as) exist ing: provincial residents oe longer standing. 


The public 


“sector must take account. ae ents: Aceh Sirota demand for public goods 


-whereas private ist a Dania were might not. ‘Implicitty, therefore, through 


~ 


the way: in “which ‘population is weighted aha ols “prow imei al objective 


funetidon?in* “comparison ‘to ‘individual ee ey, ores poet Ye as 


‘a “whole “may well ‘need to operate with a Lowe discount rate than the 


me presentative ‘private Suchen “Thirdly, Lm -atLederalistate in 
ob at i ea 


which én Uae ieev ayn ened remain a possibility, private eediv ides 3 


though for ween a reasons that Lhe specified earlier we. ares More 


opposed to the tax- -cut mechanism than aoe , Privatization, »mechanism. 
We recognise, of win nancies sdhabed _ displacement efifecte!nx 


between public aia i private setae fe ae well occur. More explicitly, 


rthettotai= savings undertaken es Society may not increase, (inca ione- 


for-one manner ie the volume of ited undertaken by .its public 


wos 4 cs c 


séctor, since private individuals Ss De inclined to save less’ when 


N 


‘they Pecogvise ere ie public Sectoy tied increased. its propensity 


to Save, Nevertheless, it is fae difficult. to imagine there being 


a’ one-for-one offset, unless one is in. a rigid Keynesian Situation 
where the overarl volume of investment is totally unresponsive. to 
market rates $f interest, EC SOPtovd cue, if the response of. 


private savings behaviour to additional public savings aS reasonably 


predictable, then the overall OL aie of savings can ordinarily. -bre 


3 


controlled ae Vara the mabe sector component of tr 
eee ‘ 


For a much more detailed discussion of this point, see 


Ke J Arrow and Mw. pane puoi’ Investment, The Rate of Return, and 
Optimal TFiscal Pepe y. timore, Johns Hopkins, 1970, 
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sttivThe mostsiikely: sdfuations: in which: public: savdmgs: would € ; 
_tdisplace: privates savingsiare, first, when tthe: public savings. take 
sifthesformsof:a pensiony funds: which would: directly reduce ‘each 
.2laindividual’s: meed:for: private: savings for: retirement purposes, and, 
-secondly,:when the public: savings are. generated by a direct levy 
-rienc corporate: prefits. ithe: first case is’ mot: particularly; pertinent; 
the Heritage Fund is noteearmarked: for pensions. .The second case 
-f9Xiisy however,zmore:relevant. ,It. does seem likely that the Ppravate 
2sucesveorporates sectorvmwould: retain. and reinvest a* large fraction of any 
> revennescit, would>gainsifzthe province sharply reduced its royalties, 
cavctinstead ofs>distrabuting these: revenues: either to shareholders as 
sii ddivideéndss ors to; consuméizxs:vda: lower>prices.:' Thus, by collecting 
sd thee royalties; ithe:ptowince: reduces private. savings in the: corporate 
bivawsectoriz: But the. large proportion of: foreign-owned. firms, in the oil ru 
‘togugands gasrindustryl implies: thats these: savings would for: the most part 


effectively be the savings of the foreign shareholders. and not the 


Lap) 


/savingss ofidamestic:resddents. .Hence,cain this’ tase, total domestic 
savings: increase: when: resource: royalties are. :saved and invested by 
ech cuntouincieiweoseranent ne aa rere 

is cos, w df-ithicyvpossibie <to.contrel: thevoverall ‘volume-of savings 
a.S.-by varying the: public: sector: component of ity then the proportion 

5 .of non-renewable’ resourcesrevenues saved: may be’ used as a device 

1t?for, regulating: the:overall: pace. of: economix. activity and :the:‘rate 
ra¢.0fs provincigd: in-migration, »To be ‘sd used as.a stabilization’ device, 
sO ON me es eee re go ae aR Cy > ey tg SR eed aay, Pee area ee: 


l : 
en eo onsiderabh le expeneton on this point, see .B. W.,Wilkingee 
and Back. sScance, The Recycling Provlem ,-a papér prepareéed* for the 
Energy Conference at the Ontario. Economic Council, Sept. 27-28, eg 
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othis: proportion: may weli- have to be: permitted: to be variable, 


rising: when the pace of resource development: and: extraction;-and 
the associated level: of economic: activity; picks up, and falling 
when this activity: slackens.: Such*a policy’ of varying. the. public 
sector ‘savings rate. may: also Serve to: stabilize the Tatesofign- 


migration,:; and thereby the: volatility-of the: residential: property 


market and the level: of housing” startsica =: IcLiFosvacixzasky sac 

ie FA From this: point of. view, a> fixeds savings, rnlevdg uniikely 
to be optimal.-: The tech: thats B0%- of? nondtewevables x esoureeteevenes 
are placed each year in the: HSTF doesi not;: however »?; constitute a 
rigid? savings rate, since, the resource revenues: placed ins thet fund 


do-.not COPE S£enh) Chee Sim Loteic ofs anmvainsavings: undertakeny by the 


. Government of: Alberta. tin, any case, thes 30%-rule: could: easily be 


altered-‘by: legislated. amendments to; the HSTF! Aet, though: thise would 
involve, a time-lag wbbehswotdsl be: rather: imhelpfudy frbmatheb#sewpoint 
of Stabilization: policy.:~--: 3 ‘REV SSSRetaaisb eq@huSiyhsesohan 


Tae phe: Proportion of: non-renewable: respurces revenues saved 


Should: clearly reflect. -two. fundamental trade- -~off ss ~ namedy: that 


between present economic growth and future: economic> growth,- and that 
between. rapid) population: expansion in: the shorter-term and the 


“xPansion. or: maintenance: of, consumption: per: head: in the longer-tern. 


Siven, the non-renewabildty; of) Alberta:s: energy resources;cif*the 


preferred path of: development, is one. of steady controlled growth 


- which avoids a boom-bust eycle and placesimore weight, On. the- expansion 


Or maintenance of consumption per head in the longer-term-~-than upon 


rapid population expansion in the: shorter- tern, He therycurrent 


savings rate ghoul necessarily be Set’ at einteh’ Lepel. Indeed, we 


~“945- 


shall argue in the next “siecrl on that, given such a preference, the € 


curmenrhimate ofipubite sector "savings in the Leen i of Alberta 


Se nee eR TET ate mI own ee) RN mR A ae ora en Fh a ee rae na ge eee Ae ot te = ee ee mee ree om Mem ye neni . 


is -Lower dln it ought to be. TH sum, “Lt -fs topeneier to eee nc rare 


a. substantial heritage-savings trust fund at the present stage of 


_—Alberta.'seconomic_boom,- not only to Farsi the ee Peace of 


economic expansion but also to permit . a eader 3 range” of op ators fOr 


aS provincial: ccontrol-:over the rate “of cr a oe te salar Cd economy 
i | 


x —+ , ‘i ~ neo rae. 


5 - Pra 
J in the. longer. run? 5: nish Mae aa 
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6. THE TRUST FUND IN ECONOMIC PERSPECTIVE 
saiciiaet emiencace tei cana a ee 


"In “earlier ‘sections, we have suggested that “the ee Vt Ree 


| aed ae : ; 
| of Alberta is not saving enough of its non-renevable lesour ce 
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ae rik 9 i hele: q XM 2 


od ~ 
e roa 


revenues. The Heritage Savings | Poet Fund. may be smaller Stee ge dc. 


SCS, 


Sought to be,” partly ‘because some resource revenues aré being a 


< ae 


dissipated in Bo a tax levels which are too show and Bs paeleny because 
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fon are being eee a in levels of “government ieienaeie which 


are too high. Jn one sense, however, ‘this merely asserts ‘the 


Seer epeotS statement that the :provjiince jis acting Belgas its underlying 


at : 
la So) Oars 


time- preference rate is; poeeee than it ought to be, Ox als if the 


tees i 


i -bilbsent_cnditiasradnssda stb arelenterpop ethene cibeng: nus y 


« 


ceecoented in nee en objective function. Nevertheless, 


the Pharm whamben at's wade del eases bares) oye of “this Point Oreyi ew. 


tS) eueG : ‘ 
For a similar line of reasoning, compare D. T. Kresge, 


fT. A. Morehouse and G. A. Rogers, Issues in Alaska Development, 
Seattle, University of Washington Press, 1977. (A Study i epired 
through the Institute of Social and Economic Research at the 
UniveréedtyiGttAlaska j 
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aw ey ae ee enues of 
'. 2° Prowineial ‘and Local: 
Governments (including 


hospitals) j° TOPPA SS ka ae S99 g 3 TAX ye ay 218591 37 
(2) (Transfers, from(Government ‘of oH hg onmeact|2 Lewy oe 
Canada, 1977 636 yey Ay, °,961 
(S)PROyaltieesr 2907 2.16.0 44 2,687 
(4) All Revenues from OVER de OS Se sper opetppel tee : 
sources, excluding- Peat e Se et ee ee ee 
§royalties: 42927 (4)-(2). (3), fie9 BLedls, 22.632 35,489 


(5) Provincial and Locel Govern- 
ment Current -Expeéenditur ésiu 24s 
(including hospitals), 1977 


its’ ge DS Seed padi 


S923 ae Pace ge 45,340 
ie ae ett A’ Ser SRST 


(6) ‘Consolidated Budget Somh 


1977 (1)=(5). Calebais yb eh BADD S| os. £637 Lib pe2h7 97 
(7) Net provincial income at 
factor ccost, excluding’ “levee aes1 fey m Degg: eatsb 


royalties, 1977 66, 087 Posie 7 o 


Nels 


(8) Population, | June ob he 
(thousands) i 


- (9) Government Expenditure Per > - 
Person 1S.) (5) =(8) 


(10) Tax Effort (% ya (hye ise) 


Sources: Statistica Canada. Provincial eononen Recounts 
A 32243., and Canadian Statistical Review, i -O03E.. 
dat L ND Uh 
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_Table.I gives.some basic data for Alberta, ,Qntario, and ( 


Canada Total for the year 1977. Line 10 of this table.gives a 


rough measure of "tax effort". That is,to say, it:shows:what 


percentage of net provincial income, excluding royalties, is: 


appropriated .by provincial and local government revenue, ;-In_ 


, defining revenue we exclude transfers from the Government -of -Canada 


“f 


and royalties, and in: defining net -provincial income we. alse.exclude 


Spee) Pee i ae ss 


royalt hES5- The ee sCo for this is -as -follows. -If .royalties-are 


taken as a proxy, for, the value of the sale of .exhaustible resources 


(and a better measure .appears to abe elusive), .then-they should be 


w 


shifted .out of .the current .account and .into the -capital account, 
so, that » othe - correct measures = sof, provincial .net -incomes and government 


current, revenues ,each .exclude, moyalties. On this -basis, Alberta's 


dtm 


witax effor t.", ds .egual to 11.754, below that, of -both Ontario .and G 


the other provinces. If one takes Ontario's 19.11% as the correct 


standard, .one would conclude that, Alberta should collect in taxes 


an extra-.1.36% of, its, net provincial: income .excluding royalties, 


pte pot 8 


or $228 million. dollars,..and,..by, not doing ‘so, is dissipating its 


sexhaustible, wealth in too-low sgraxes,... If Canada Total is taken as 


a norm, the, corresponding, figures, are 3.72% and. $624 million dollars, 


rt ems ct 


respectively. 50+ 55% er ey Nee 


In addition, Alberta's per capita government expenditure 


of $2,070 exceeds both that. of Ontario and the other provinces. 


eur ten MIEN ON) cae Be Heyes Ace ae ae Seu o> | eee ee Peaster 
ie anicss | "ada. | ea ot as. a Standard for ComBetaeon, Albemes 


Sens spending e172. per, head, or. $326 el on dollars, too much. if 


ae 


Canada. Total ts eles as. a , porm, + ‘the. Aone posdnns figures become 


$121 per head. or $229 miltion doliagus, respectively. The actual *¢@ 
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“government * budget surplus* (consolidated “provinéta? and local 
“governments) in Alberta in 1977 was $2 5840 miilion! “duet match 
Ontario's tax effort°and expénditure pattérn, this budget surplus 
shoudds haves been?§ S542neiidon tergee> ey $2,394 mflfFion; ‘whéreas 
to match ‘the Candda-wide average tax ‘effort and expenditure pattern, 
--it<shdéuld-have been "$853 “millton “Larger > *oP*$ 5 663 ni ET SSR Thus, 
on the baS8is of these comparisons the ‘addft fériak *“not-vedewsh yc 
‘resource revenues“placed ‘in “thé HSTR in 1977 wete too “sma Bit? “partly 
“because taxes “were 6n *évérage “lower “than elsewhére and “parr'ry 
“because expériditurés -were higher *'Pt ‘fs *Yevéty tide "this -Sédclusion 
‘would hold for *moreé ‘recent years “as ‘well? * However ¢ £t Bs “Hele clear 
‘what one Should ‘Yéalty Conélude trom -ttege “Cémpari ddis 2 Wine’ there 
is -no réason ‘to ‘supposé “that “itiél ‘Ontar'td’s Pay Poo re tty: 
expenditure pattern “or “the “Canada-widie equiva Pént's {are Optimal 
‘in any fundamental respect, ©39s2 275 ct 290M EY ORGY TEAS GI SMG 

3. -Even ‘if ‘fhe Herita ge Savitiegs Trust Rind Ys smaller “than 
it ‘ought 2f0 “be; #t “Loong ler g@ “fn ‘the ey ds ‘of thWse Whit “de “Currently 
envious ‘of -Alberta's recent accumulations of €fPancia Westy. Tt 
is therefore useful to place the HSTF tn ‘per'speetive $6 ry 197% , 
“total gross investment in Canada amounted to 'sonte $59" 435) We tiion.° 


During the same period, the new savings accumulated by thé HSTF 


m Ae Se pa as 
eke Ste 1978, gross fixed chpitel formation dh Canada amounted 

to- $52,314 milion. Adding a figure for the change in inventories, 

ete’ of Se T21 million yields total gross investment of? $53'435 


> Richer ‘ Sas he fs a SD Ih 


Million. Of this figure, personal Savings amounted to $17,114 million, 


business savings to $9,807 million, capital consumption’ allowances 
£6 5525/0208 million, government savings to “$4,325 million and non- 
resident savings (or foreigh botrowing) to’-$5,636 million. 
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ancunted tored 263s mall sounerthie,. they Tris tetunds financed 2. 32 ‘ 


cate ee Sn ete, edt syst. 2 
of gross investment “in ‘Canada ‘in 1978. Since gross investment 


in Alberta répresénts approximately 17% of the Canadian total, 
the Trust Fund financéd about IG% of total ‘gross ene epee ‘in 


an ae BONE et Ge aS are sols pied Re ogee he Urs a hg Pee ees gs Lem tein tale 
Alberta. The increase in HSTF assets during calendar year 1978 
Bed NR ag a OE Shad 0) hae Oy ee ee ret MOORES tes ee eS eee pete 
répresented about one-half of one percent of Canadian gross national 
Sate Geen ay Ste) ees ede Set Ce eee Soak Seeey Ge Sn pt 5 Dg 
product in that year, and the total capital value of the Fund, 


at March 31 217s) can Che ads million represents only about one 


year's sinus’ Oro euui cares for the eiyeeus Be neces eoverument. 


These figures clearly put the HSTF in an appropriate 


“+ 4 ~ mise 


£3° 
in Sieh. tts ‘Importance ~ Ret OL, unjustifiably exaggerated. 


perspective, 
igs Beiese “ort. Sete ts a eee eee) Oty ee ae } 
If, once again, the fund i's weccenteed as a replacement asset for 


a Sp ava 


ere adcet oe Ce 
non- ener ‘resources ‘which, once utilised, are foreover lost 


si hee ae rie eke mee Lipeie R Res RSS meres i ie Me gS As ane cae ty ae) 
to future generation's, the Province of Alberta is HDotvpinatiact, r 
ie a ae Ve ee Oe eer SLANT ee ete ete sith tp SM 2) io en ed 
becoming wealthier by the accumulation of its Trust Fund. Tt is 


merely forestalling ‘the Bnet tility of becoming poorer in the 


2 eas 


future. It. Sake We genes no ‘sense to eee ‘het Ene Beoveace of 


Sa Mr a he ai Sy Bie ta So ar tS ae ace bee eae igs. teens 
Alberta is becoming wealthier at anyone else's expense, except 
ei er 5 Bsa en ENE es ‘ Sains 


1) WA SE Yh pect pe ALE pA arse yee Tee ON sditey nh SPS YT eae he Sas so) we aE a ij 2 J rs Se 
perhaps, at the expense of its own current provincial residents. 


, Certainly pit is in no direct way idee ining resaurcessfiiom the coffers 


EM Es OS Re el OE na 
of the Ontario provint oa ee 
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7.°° SOME FUNDAMENTAL POLYCY! concLUStIoNs * ’” aor wie 


f 


Tray eas The creation of che Alberta Heritage Savings Truss Pune 
is clearly preferable tb the: dteepee oe of provincial. natural 

Gas eo bi lbes Sal -9% SSR GVARs Seam ae oe. - Tok a ela ge O43 : 
resource revenues into higher Se expenditures and/or 


lower current taxation,’ for. two reasons that are largely independ fil 


| 


ek AyEF. 


of, how the. rust Fund is Subsequently used. first, .it smoothes 


we be 


a.°9 Co 


O64 w eo > Om 


Alberta, ANG.» Secondly, it smoothes out over time the flow of. 
e. oi) ‘eee, a tS Soe a Soo Soe hae oe 


migrants and the associated pressure on housing, dand Prices, and 


social PIE eS +, There is no , Obvious dimit to. the proportion of, 


4 she i = = +s 


Aarur sl. TESourc.e revenues that should be Saved to Satisfy these 


i Pe 


objectives; the greatest, smoothing effect would be achieved At 


Reg Wo 


virtual y all Perr ed., Fesource. revenues were Saved, and, sinvested,. 


Perio cudar Ly At. Buch, of the investment takes. place outside the 


eros aver Co “ iN 


1 } > a fe 


POU ence of Alberta. ai ed c 


Cs ere ote See Prete eee Ase OSes, de tM Se ER Pe ae S217 L 


phe” main Feason not. Fo, Save _ natural Tesource revenues. 


aq ie shoe J 2 +24 


is, the simple fact. of Auman impatience, or preference for, present 


over future consumption.. (Another reason not to Saves «OF, better 


< i 2 
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stilt to privatize the existing Savings fund. », may be that, the 


pe i" — sas 4 - a + ~ 


Heritage Fund iS, a , Very conspicuous. Piece fd, Wealth, which is. more 
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yuinerable to Varpous: claims of. other fovernment.s. the taster, ot, 


py 4 


_ grows and BS yo Lt eee put. this. point, goes. outside the. 
ie le , : tire get ae ee Tg : iy oo Oe 


ce og — eo 3 


PES PERE, Forte.) One fannot recommend: gurrent PPPngsne merely. on, 


the grounds that people. are Somewhat, impatient; Sethet, Mould. amount 
nes Sa ee Pi fy 2 9 


to endorsing impatience itself. But... one can describe. the. rational 


ee Be = the 


behaviour that would igiaee from. B, _Biven, degree pe impatience. _ One 
formulation of the problem gives the result that the fraction, of 


exhaustible resource revenues bo. be. Spent on current Mc eee Cis ae 


would rationally be] a= “(@tnta)/ (r4a), or ies 3 - ~n)/(r+d). Here, r is 
the real rate of return (net of. inflation) on invested savings,. 
dis the Fete, of decline in non- Fenewable resource revenues, n ts 


ee oad 


the rate of population es, and 6 is the desired growth rate for 


rea] 


<, 
wu 


ta ane 


= 3 ip 


consumption per,xshead out of resource revenues and/or -the capital 


fund, itself: The, main determinant of 6-sis the srelationship between 


the, degree »f. impatience, as measured by:.society'!s -time -preference 
rate,,and. the real rat.é-of return on invested savings ,(this latter 


being constrained by techndlog Tosh cundit tons )*.. For substantial 


values pf.d, the ‘proportion of non-renewable resource revenues 3 


which can rationadjly, be, consumed is: -quite small, and the corresponding 
: aj Tees a: ‘ ae < 
optimal sayings: propensity, is large,..larger indeed than the qurrent 


~ 4 ee 
Vey = 


30%-rule,used for: the jaccumulation of HSTR wasets,. aThe .30¢—nabe 


becomes rabional .only if,:the rate, “of decline, in non-renewable | 


aor 
resource revenues -(d) sis small. . ifaetn Pale eee res ic ea ee 


+7 ° 7. Comparisons of beatae CRE le beer tend ‘ep venaient 


expenditure per-shead with those of other: provinces and especially 


“eT 


po SOE oie ch ta AM eek APS putting substantially less.inte 


¥ 


-.-the Heritage Fund, and -ather government savings than sit, would sbe if 


* s 


suht:-had -the tax effort, and expenditure, pokicies of other -provinces. 


~< 


‘In other words, ‘even though vir tually “all of Alber ta's :resgource 


revenues are from the -sale ore assets’, a Substanties - 


~ Seer ciee Cast iis 


-sportiion of them is -being | spent ‘on current eS AEP are Pr The province 


Vers ine pares Tivale. wie tapttel,* 4x that: the Ta chs Fund-is not 


bates get tcee, 


-given virtually -all .of the revenues from exhaustible resources. 


5 ieee 7 & jeE 
Nevertheless, if; one, accepts as legitimate even a mild :degree jof 


-impatience,, then.it .becomes erg c mete be Spend currently .a sub- 


30 3 


-:$tanbial. proportion of bxhbustible resource .revenues provided that 


-ythe rate :of exhaustion .(d): is moderate. 
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By » Obviously, the preferred size and growth rate of the 


Heritage Fund depend upon what opportunities are available for its . 


ote, .. 


use; larger “and ‘better o pportunities for ‘investment? of -the fund 
3 would ‘Justify -greatér “savings into dt. - This: ipoint, howewer > raises 


the matiter ‘of 2how sto manage “the Fund ,: which willbe distussed din 


other -papers’= Toe repeat’ ‘our’ basic “conclusion, there tard! two 53% 


reasons for building up ‘the Fund and other- provincial “surpluses, 
and both réasons suggest that a more rapid buildup would de 3" 


2 =e 


 “appropriate.* First, these opresent® “surpluses! smooth, »out! the 72.7 
provision of public goods and ‘services over time:-< Setondly,- the 
ets ae” 


“Heritage Fund Can “also eer an instrument to <smooth the ate of growth 
of the Alberta ‘ conomy, -and therefore “to réduce ‘the severity -ofi 
the boom/bust p roplen dun erent in -resource extractor. ‘The atetie 
of addition of ‘wevenves tothe faind ‘ishould.*thuws BeceLed not onl y 
.-to the ‘goal of stio 6 th ing ‘out consumption overstime,; but! lalse ite 
the goal of regulating'?the rate of gr Owth -of ‘the provinetel ‘economy. 
PHat ‘is, additio te to the fund: would ‘con'stitute a if omm ‘of: sprovincial 


2 fiscal <policy, in which the sizé off the government: ssector surplus 


is not simply an end ‘in itself but a nedns of affecting the “provincial 
growth rate. 4 heb of budgetary: “surpluse's Cand for) @efPicits) 
“"t Outside the HSTF , However! ind Save otia atts rno lw Ode Wei vcedy te tie 

served by existing provincial fiscal policy.” Se ee a 

#2 «4. |j,Finally, we *refterate that it-is essential for the Whole 

‘of Canada that someone undertake the ‘required savings ‘to finance 

thé vast investment See e ue Vee Ge tt Serena ou haa 
ee hier sshutee tot news: and espectally our. ‘reserves of i¢onven- 

tional oil and natural gas, are depleted. Me “béliievé that ‘the tmajor 


share of the economic rents associated with the extraction of these 


“2 “non-renewable “resources should remain with the producing provincial 


ay oe 


..governments, not only as a matter of right but.also because. thi 
may be the only way to ensure that. the required saving in fact 
occurs. Some have. argued that the Heritage Fund and other: Albe 
government surpluses represent a kind of Keynesian "fiscal drag 


on aggregate demand in:the economy. .However, they are a.drag 


Pa 


: 


‘only if they are not promptly offset by expenditures on new | 


investment piojects, or .by, Federal»government deficits.-.We hope 
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that they will be used to.finance the former. axe 
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